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INDONESIA'S  ECONOMIC  CRISIS:  MACROECONOMIC  ADJUSTMENTS 
By  Tubagus  Feridhanusetyawan 

This  paper  presents  an  illustrative  analysis  of  the  crisis  from  a  macroeconomic 
perspecfve,  by  focusing  on  the  various  economic  adjustments  both  in  the  reaTand 
monetary  sectors.  It  argues  that  the  complex  nature  of  the  poUtical  and   conor^c  re 
form  process  has  resulted  in  sub-optimal  growth  rates.  The  paper  discusses  first  de- 
velopmen  s  .n  the  real  sector.  The  authors  then  present  monetary  ad  usTitn, 
mcludmg  mflation,  exchange  rate,  and  other  issues  related  to  the  banking  anTfil 
anoal  sectors.  The  third  section  discusses  the  balance  of  payment  trendlTy  ocustag 
more  on  the  adjustments  of  exports  and  imports.  This  is  followed  by  a  discuS 
on  debt  .ssues  and^fiscal  sustainability,  while  the  last  part  presents  the  p  os" 
peel  of  achievmg  ntiacroeconomic  stabiUty.  pros^— 

IMF  AND  THE  POLITICAL  ECONOMY  OF  INDONESIA'S  ECONOMIC  RECOVERY 
By  Hadi  Soesastro 

Zll'^Z'T''  °'        '^^  "  InionesW.  economic  recovery 

agenda.  The  author  argues  that,  overall,  tadonesia's  recovery  and  reform  »„n,t,  t, 
been  strengthened  through  the  IMF-supported  program.  Lwev^tt^e  a^ndat: 
no  been  without  criticism,  such  as  the  Fund's  tendency  to  "micro-nlnaee'  tadone 

poli^icT""-  'r"'  '°  '"^^         considerarnThe  overan 

pohtical  environment,  which  at  Hmes  has  been  favourable,  but  at  other  timerhas 

caused  severe  obstruction.  In  deciding  on  developing  alternaHve  "exit"  shateries  *e 

gove™,ent  needs  to  assess  the  effecdveness  of  the  Im'f  as  an  ''aUy'-  of  the  gov™* 

m  deahng  wrth  the  uncertainties  in  the  global  environment  and  in  overcZ" 

cor.idt:h^:r:-;?jr^^^^^^  -  po"-- 

REAL  SECTOR  IN  INDONESIA:  CRISIS-RELATED  AND  LONGER-TERM  ISSUES 
By  Haryo  Aswicahyono  and  Imelda  Maidir 

atrtrerom::'2-'brre  oT?,rr^  vr'"' 

.-.e  growth  .  far  from  sat^f^L"  Z':;^^:^  l^^lZ^l 
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economic  growth  during  the  recovery  periods  and  puts  it  into  a  regional  and  a 
long-term  perspective.  The  authors  argue  that  growth  relied  more  on  private  con- 
sumption, agriculture  intensive  production  and  low-productivity  output  growth,  and 
is  therefore  less  sustainable  in  the  long-run. 


THE  INDONESIAN  BANKING  SECTOR:  FIVE  YEARS  IN  CRISIS? 
By  Titik  Anas,  Nancy  K.  Suhut  and  Puspa  Delima  Amri 

This  paper  aims  at  assessing  the  development  of  the  banking  sector  five  years  after  the 
crisis.  The  first  part  provides  an  overview  of  the  trends  in  the  banking  sector,  foUowing 
the  crisis  and  the  second  part  discusses  the  process  of  the  banking  restructuring.  We 
argue  that  after  five  years  of  restructuring,  the  Indonesian  banking  sector  remains  far 
from  being  sound  and  efficient.  Further  reforms  of  the  sector  need  to  be  undertaken, 
including  bank  consolidation.  Moreover,  several  institutional  and  regulatory  issues 
remain  unresolved  such  as  the  phasing  out  of  the  blanket  guarantee  scheme,  the  es- 
tablishment of  the  Supervision  Institution  for  the  Financial  Sector  {Otoritas  Jasa  Keuangan/ 
OJK)  and  the  formulation  of  the  Indonesian  financial  system's  landscape. 

SOCIAL  IMPLICATIONS  OF  THE  INDONESIAN  ECONOMIC  CRISIS 
By  Ari  A.  Perdana  and  Arya  B.  Gaduh 

The  paper  discusses  the  implication  of  the  economic  crisis  on  both  the  labor  market 
and  poverty  incidence.  The  economic  shock  in  1997-98  caused  massive  layoffs  in 
the  modern  sector,  which  raised  concerns  over  increasing  unemployment.  However, 
due  to  the  flexibility  of  the  labor  market,  the  adjustment  took  place  more  in  the  form' 
of  a  decline  in  real  wages  and  the  predicted  unemployment  boom  did  not  materialize. 
Furthermore,  the  labor  market  adjustment  can  be  characterized  by  the  "three-D's":  de- 
industrialization,  de-formalization  and  de-urbanization,  especially  at  the  peak  of 
the  crisis  during  1997-98.  The  sharp  reduction  in  nominal  income  and  skyrocketing 
inflation  during  1997-98  also  increased  the  number  of  households  below  the  poverty 
line.  A  detailed  analysis  also  suggests  that  in  terms  of  the  relative  change  of  poverty 
mcidence,  the  crisis  was  more  an  urban,  modern-sector  phenomenon.  The  crisis  has 
not  only  increased  the  number  of  poor  households,  but  also  the  depth,  severity 
and  level  of  vulnerability  to  poverty. 


DOES  DECENTRALIZATION  ACCELERATE  RECOVERY?  -  AN  ECONOMIC  PER- 
SPECTIVE 

By  Yose  Rizal  Damuri  and  Puspa  Delima  Amxi 

The  authors  explore  the  role  that  decentralization  has  played  in  accelerating  Indo- 
nesia's economic  recovery.  The  flrst  part  provides  a  snapshot  of  the  administrative  and 
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fiscal  aspects  of  decentralization,  and  the  next  part  focuses  on  exploring  its  impacts 
on  economic  growth,  domestic  trade  and  investment.  The  institutional  impacts  of 
decentralization  are  also  discussed.  A  brief  assessment  on  decentralization's  role  in 
accelerating  economic  re-covery,  and  identification  of  the  key  issues  and  problems 
that  need  to  be  addressed  immediately  are  presented  in  the  concluding  part. 

ECONOMIC  ADJUSTMENT  AND  THE  FORESTRY  SECTOR  IN  INDONESIA 
By  Arya  B.  Gaduh  and  Kumya  Roesad 

The  article  argues  that  the  reforms  set  under  the  LOIs  (Letter  of  Intents)  between  the 
IMF  and  the  government  of  Indonesia  (GOI)  have  rightiy  identified  the  economic  dis- 
tortions underlying  the  forestry  sector.  However,  they  have  under-estimated  the 
existing  institutional  and  governance  constraints  that  impede  the  implementation 
of  those  reforms.  In  addition,  some  of  the  traditional  macroeconomic  objectives,  such 
as  the  debt  restructuring  of  wood-based  industries  may  have  had  adverse  affects  on 
sustainable  forest  management  targets.  Thorough  empirical  studies  on  the  links 
between  structural  adjustment  and  the  environment/forestry  sector  in  Indonesia 
do  not  exist,  but  drawing  on  the  wider  general  literature  on  the  subject  gives 
several  useful  insights  for  an  analysis  of  the  Indonesian  case. 


The  Bulletin  of  Indonesian  Economic  Studies'  {BiES)'.is  a  peer- 
reviewed  journal  pubiished  by  the  Indonesia  Project,  The 
Australian  National  University. 

The  journal  fills  a  significant  void  by  providing  a  well  respected 
outlet  for  quality  research  on  the  Indonesian  economy  and 
related  fields  such  as  law,  the  environment,  demography, 
education  and  health.  In  doing  so,  -it  has  played  an  important 
role  <;ince  1965  in  helping  the  world,  and  Indonesians 
themselves,  to  understand  Indonesia.  In  addition  to  papers 
reporting  economic  analysis  and  research,  each  issue  leads 
with  a  'Survey  of  Recent  Developments',  which  aims  to  be 
ascessible  to  non-economists,  and  helps  to  account  for  the 
journal's  diverse  readership  within  academia,  government, 
business  and  the  broader  public. 

The  BIES  is  published  three  times  a  year,  in,  April,  August  and  December  and  is  available  In  lixlonesia 
from  CENTRE  FOR  STRATEGIC  AND  INTERNATIONAL  STUDIES,  Jalan  Tanah  Abang  iil/23-27,  Jakarta  10160, 
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Regional  Perspective  on  Asia  Pacific 
Security:  A  South  East  Asian  View* 

JusufWanandi 


A  NEW  ERA  FOR  EAST  ASIA 

THE  East  Asian  region  is  con- 
sidered to  be  still  in  a  balance 
of  power  a  la  the  19th  century 
realist  tradition.  But  with  the  9-11  ter- 
rorist attack  and  the  Iraq  War,  the 
question  of  global  and  regional  order 
will  come  more  to  the  fore.  Since  both 
the  9-11  terrorist  attack  and  the  Iraq 
War  could  be  considered  as  water- 
shed events,  it  is  imperative  to  observe 
astutely  what  has  changed  and  what 
remains  the  same  after  the  Post  Cold 
War  period  has  ended. 

The  interim  period  of  a  post  Cold 
War  era  has  ended  with  the  September 
11  terrorist  attack;  and  a  new  era  with 
the  US  unipolar  world  as  the  essence 


""Paper  presented  to  the  Shangri-La  Dia- 
logue, Shangri-La  Hotel,  Singapore.  May  30- 
June  1,  2003,  organized  by  The  Interna- 
tional Institute  for  Strategic  Studies  (IISS) 
London. 


has  started  to  be  implemented.  The 
Iraq  War  has  just  confirmed  the  new 
era  of  US  hegemony.  This  paper  at- 
tempts to  see  how  this  new  world  order 
will  change  the  traditional  balance  of 
power  situation  in  East  Asia.  It  will 
also  briefly  explain  some  developments 
to  that  effect. 

LESSONS  FROM  THE  9-11  TER- 
RORIST ATTACK 

There  are  two  lessons  to  be  learnt 
from  the  9-11  terrorist  attack.  First  is 
the  radical  ideology  of  this  new  global 
terrorism.  They  know  no  limit  on  sacrif- 
icing lives  of  innocent  people,  and  they 
base  their  ideology  on  some  radical 
interpretation  of  some  Muslim  teach- 
ings in  the  extreme.  Those  same  teach- 
ings have  normal  and  acceptable  ex- 
planations by  mainstream  and  mode- 
rate Islamic  schools  of  thought.  Second 
is  the  international  or  global  nature  of 
the  threat  and  their  ability  to  make  use 
of  modern  technology.  The  evil  genius 
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of  Al  Qaeda  and  Osama  bin  Laden  is 
their  ability  to  integrate  the  different 
local  grievances  in  all  parts  of  the  globe 
into  a  well  organized  and  focused 
group  of  radical  terrorists,  especially 
against  the  US  and  the  West.  That  is 
why  international  cooperation  is  so 
critically  important  to  overcome  them, 
particularly  through  cooperation  in 
intelligence,  migration,  border  con- 
trol, money  laundering  and  police 
works.  In  some  instances  military 
means  could  be  important,  such  as  in 
the  case  of  fighting  the  Taliban  in  Af- 
ghanistan. 

Related  to  the  first  issue  is  a  very 
special  kind  of  cooperation  with  main- 
stream and  moderate  Muslims,  because 
in  the  end  they  have  to  overcome  the 
wrong  interpretation  of  Islam  among 
the  believers,  in  order  to  show  the 
humanistic  and  peaceful  intentions  of 
the  teachings  of  Islam.  They  also  have 
to  show  how  Muslim  nations  are  able 
to  be  modernized  and  be  part  of  a 
globalized  world,  and  could  be  demo- 
cratic and  economically  developed  as 
much  as  the  West  and  other  parts  in 
East  Asia  have  been  able  to  do.  Only 
in  this  way  could  young  generations 
of  Muslims  be  persuaded  that  they 
do  not  have  to  despair  for  their  own 
future.  In  short,  it  has  to  include  also 
an  ideological  struggle  for  winning  the 
Muslims  heart  and  mind. 

Now  global  terrorism  has  become 
a  new  challenge  overriding  other 
normal  threats  in  East  Asia,  especially 
in  South  East  Asia  where  some  radical 


MusHm  groups  are  operating  and  are 
helping  Al  Qaeda.  The  one  in  South 
East  Asia  is  regionally  organized  under 
the  name  of  Jemaah  Islamiyah,  and  is 
based  in  Indonesia,  Malaysia,  Philip- 
pines, Singapore  and  Southern  Thailand. 

Being  a  region  of  250  million  Mus- 
lims, or  20%  of  Muslims  worldwide, 
this  could  be  a  substantial  threat.  But 
at  the  same  time  Islam  in  South  East 
Asia  in  general  is  moderate  and  is  will- 
ing to  separate  politics  and  the  state 
from  religion.  This  is  a  new  pheno- 
menon originating  from  Indonesia, 
which  gives  hope  that  there  should  be 
a  new  and  enlightened  Islam  coming 
out  from  South  East  Asia  that  could 
have  an  influence  on  Islam  worldwide. 
This  is  possible  if  they  are  successful 
in  developing  their  nations  and  have 
a  functioning  democratic  political  sys- 
tem and  a  viable  economy. 

Since  Islam  in  South  East  Asian 
countries  is  diverse  in  terms  of  num- 
bers, ideas  and  influences,  the  way 
those  countries  should  cooperate  with 
each  other  on  anti-terrorist  policies 
should  also  be  different.  Policies  to- 
wards the  Philippines  should  be  dif- 
ferent from  those  to  Indonesia.  Thus 
far  US  cooperation  with  each  of  them 
has  been  full  of  nuance  and  finesse, 
which  augurs  well  for  the  future. 

Global  terrorism  has  also  com- 
pounded weak  states  in  South  East 
Asia,  such  as  Indonesia  where  dom- 
estic stability  and  security  are  still  a 
problem  to  be  overcome  due  to  the 
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multiple  crisis  starting  in  1997.  One  is 
the  regional  conflict  of  separatism 
such  as  Aceh,  which  is  the  most  acute 
one.  While  these  conflicts  are  Indone- 
sia's to  solve,  the  international  can  as- 
sist in  looking  for  a  political  solution. 

LESSONS  FROM  THE  IRAQ  WAR 

On  the  Iraq  War,  the  real  question 
is  whether  the  US  will  take  the  right 
conclusions  and  the  right  lessons  from 
the  war. 

First,  it  has  to  be  recognized  that 
the  war  is  seen  by  most  people  in  East 
Asia  as  not  necessary.  It  is  also  not 
sanctioned  by  the  international  com- 
munity through  the  UNSC.  It  was  not 
needed,  because  other  means  were 
available  and  had  not  been  exhausted 
before  war  as  the  last  resort  should 
be  launched.  While  it  is  recognized  that 
in  a  situation  of  immediate  danger  the 
principle  of  pre-emption  is  a  possibiUty 
in  self-defense,  which  has  been  ap- 
plied in  recent  history,  the  immediacy 
of  the  danger  of  the  use  of  weapons  of 
mass  destruction  (WMD)  against  the 
US  and  others  has  not  been  proven 
convincingly. 

At  the  same  time,  however,  it  should 
be  recognized  that  the  US  has  been 
outraged  by  the  9-11  terrorist  attack, 
and  that  a  strong  sense  of  vulnerability 
has  been  created  among  Americans 
nationwide.  This  feeling  aroused  the 
sense  of  survival  to  the  US  body  politic, 
and  the  possibility  of  terrorist  attacks 
using  WMD  has  become  not  only  a 


real  nightmare  but  also  is  very  real  to 
them.  A  rogue  regime  like  Saddam 
Hussein's  that  possesses  WMD  is  seen 
as  an  acute  threat  to  the  US.  These 
new  conditions  have  to  be  recognized 
in  these  new  asymmetrical  threats,  and 
new  rules  should  be  agreed  upon  in  the 
near  future  about  the  use  of  force,  in- 
cluding the  principle  of  pre-emption 
both  by  the  US  and  the  international 
community. 

But  the  debate  is  now  temporarily 
over,  and  the  most  immediate  thing 
to  do  is  to  create  peace-building  in 
Iraq  which  could  give  legitimacy  to 
US  and  British  occupying  forces  by 
the  UN. 

There  is  some  hope  that  the  US 
could  be  realistic  and  is  willing  to  take 
care  of  the  post-war  developments  to 
move  the  global  and  regional  order  in 
the  right  direction.  The  US  has  already 
overcome  some  of  the  negative  effects 
of  what  happened  before  and  during 
the  war  by  going  to  the  UNSC  again 
and  by  asking  the  UNSC  to  participate 
in  the  decision  on  and  implementation 
of  a  post-War  Iraq  development  pro- 
gram. 

The  world  has  only  one  super- 
power, and  it  needs  the  one  that  is 
magnanimous  and  is  willing  to  listen 
to  allies  and  friends  and  do  take  their 
ideas  and  policies  seriously  into  con- 
sideration. And  as  the  global  leader,  it 
should  be  willing  to  make  some  sa- 
crifices, which  is  in  the  end  will  be  re- 
warded with  support  and  loyalty  from 
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allies  and  friends.  And  as  happened 
since  World  War  II,  for  over  50  years 
the  US  leadership  has  been  well  ac- 
cepted and  followed  because  of  the 
rules  and  the  institutions  the  US  has 
created  which  were  not  only  for  her 
national  interest  but  also  for  the 
world's  interest. 

In  most  cases,  the  US  has  been 
multilateral  in  attitude  and  the  rest  of 
the  world  should  encourage  her  to  do 
more  in  this  mode  for  her  future  leader- 
ship. A  diplomatic  rupture  as  has  hap- 
pened before  the  second  Iraq  War  is 
not  a  systemic  or  structural  mistake  of 
the  international  system  as  it  exist, 
but  a  diplomatic  blunder  on  both  the 
pro  and  anti-Iraq  war  forces.  These 
mistakes  should  be  corrected  in  the 
future,  because  the  repetitions  of  di- 
plomatic ruptures  such  as  before  the 
Iraq  War  could  damage  the  interna- 
tional system  after  all. 

There  are  still  two  more  new  prob- 
lems that  have  to  be  faced  by  the  re- 
gion. One  is  the  protest  and  the  anti- 
US  movement  by  the  peoples  in  East 
Asia,  particularly  before  and  during 
the  Iraq  War,  which  could  be  worry- 
ing if  continuing  due  to  the  problems 
that  may  arise  in  the  aftermath  of  the 
war. 

First,  it  should  be  recognized  that 
all  governments  in  East  Asia  do  ap- 
preciate the  good  relations  with  the 
US  as  part  of  their  national  interest. 
So,  while  they  oppose  the  war  for 
basic  principles,  such  as  the  right  to 


use  force  and  out  of  humanitarian 
concerns,  they  make  sure  that  popular 
oppositions  have  been  peaceful,  re- 
strained and  balanced.  In  Muslim 
countries,  such  as  Indonesia,  the  war 
has  not  been  considered  as  an  Islamic 
solidarity  problem,  because  Saddam 
Hussein  was  never  considered  a  Mu- 
slim leader  and  has  abused  his  own 
people  and  his  neighbors. 

And  being  more  pragmatic  and  less 
obsessed  with  the  existence  of  interna- 
tional norms  and  institutions,  they 
should  be  able  to  adjust  to  US  policies 
rather  quickly.  However,  it  will  be  wise 
for  the  US  to  see  this  trend  and  make 
efforts  to  overcome  them.  One  effort 
that  is  critical  to  Muslims  everywhere 
is  to  move  on  the  resolution  of  the 
Israel-Palestine  conflict,  and  to  make 
sure  that  the  "Roadmap"  is  going 
to  be  successful.  There  is  no  other  prob- 
lem where  Muslims  identify  their  own 
problems  than  with  the  Israel-Palestine 
conflict. 

The  other  challenge  for  East  Asia 
is  how  to  face  the  strategic  adjustment 
of  US  military  presence  in  the  future 
based  on  the  reforms  in  US  military 
postures  and  capabilities  due  to  tech- 
nological advances  and  experiences  in 
the  Iraq  War.  The  US  has  to  be  careful 
in  plarming  it  and  a  lot  of  consultations 
have  to  happen  in  order  that  these  stra- 
tegic adjustments  do  not  destabilize 
East  Asia.  Most  East  Asians  are  con- 
servative and  pro  status  quo,  therefore 
dramatic  changes  will  most  likely  be 
destabilizing  them.  The  South  Korean 
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adjustment  has  already  started  to 
be  discussed,  and  if  the  nuclear  stand- 
off with  the  North  Koreans  can  be 
solved  positively,  then  there  is  no  need 
for  maintaining  one  division  of  US 
Army  in  Korea,  or  having  land-troops 
in  Okinawa  in  the  future.  Instead, 
naval  bases  in  Japan  will  become  more 
important. 

TRADITIONAL  EAST  ASIAN  SE- 
CURITY ISSUES 

Traditionally,  the  real  big  question 
for  the  longer  term  perspective  of  Asia 
Pacific  security  is  the  future  relations 
between  the  US  and  China.  This  quest- 
ion, at  least  for  the  short  and  medium 
terms,  has  been  somewhat  subdued 
because  of  enormous  changes  in  Chi- 
na's economic  and  social  developments, 
the  threat  of  international  or  global 
terrorism,  and  the  danger  of  non-pro- 
liferation in  the  Korean  Peninsula. 
China's  phenomenal  economic  growth 
and  the  peaceful  change  of  leadership 
have  given  her  the  necessary  self-con- 
fidence to  see  her  national  interest  in  a 
stable  relationship  with  the  US  in  East 
Asia.  On  the  US  side,  the  intensive 
economic  relations  have  become  an 
important  part  of  the  relationship  in 
general. 

In  facing  global  terrorism,  China 
has  been  cooperative  from  the  begin- 
ning due  to  the  threats  from  terrorism 
originating  from  Central  Asia  that  she 
herself  is  facing.  Intelligence  coop- 
eration has  been  reestablished  between 
the  US  and  China.  Even  more  import- 
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ant  is  the  role  that  China  is  playing 
on  the  de-nuclearization  of  the  Korean 
Peninsula,  which  they  both  see  as  an 
urgent  matter. 

Furthermore,  the  war  in  Iraq  has 
given  China  an  additional  reason  to 
not  challenge  the  US  unnecessarily  in 
the  Pacific.  The  main  problem  between 
the  US  and  China  is  the  cross-straits 
relation  and  tension  between  China 
and  Taiwan.  Although  this  tension  still 
prevails,  it  has  become  less  explosive 
due  to  the  integration  of  Taiwan's 
economy  into  China's  with  more 
than  US$100  billion  investment,  and 
up  to  2  million  Taiwanese  living  in 
the  mainland.  Exchanges  of  political 
leaders  are  also  happening  more  fre- 
quently, and  so  the  peaceful  absorption 
of  Taiwan  into  China  is  happening 
slowly  and  surely.  Only  one  uncerta- 
inty could  upset  the  balance,  namely 
the  volatile  domestic  politics  in  Taiwan. 
In  this  case,  China  can  do  something 
by  being  more  flexible  towards  Tai- 
wan's political  needs. 

In  the  meantime,  Japan-US  relations 
have  their  positive  and  negative  im- 
pacts on  the  region's  strategic  develop- 
ment. Negative,  because  Japan's  eco- 
nomic and  political  malaise,  and  Ja- 
pan's deflationary  problems,  have  ob- 
scured Japan's  role  in  the  region  in  stra- 
tegic terms,  although  she  is  still  the 
second  largest  economy  in  the  world 
and  will  maintain  that  position  for 
some  time  to  come.  There  is  so  much 
pessimism  about  Japan  both  within 
and  without  Japan  so  that  her  world- 
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class  economic  and  technological  cap- 
abilities are  easily  being  overlooked. 
This  appears  to  be  mainly  a  psycho- 
logical problem,  but  is  also  a  problem 
of  its  political  leadership.  Japan's  in- 
ward-looking culture  is  also  not  help- 
ing. And  seemingly  the  US  is  not 
paying  enough  attention  to  this  very 
delibitating  factor  in  the  credibility  of 
the  relationship  to  the  region.  On  the 
positive  side,  however,  Japan  is  slowly 
but  surely  becoming  a  "normal"  coun- 
try, and  the  Korean  Peninsula  crisis 
helps  to  accelerate  this  process.  Al- 
though some  of  her  neighbors  are  still 
unhappy  with  those  developments,  she 
has  become  more  acceptable  to  East 
Asia.  And  it  is  a  better  proposition 
that  Japan  in  the  context  of  the  US 
alliance  will  play  gradually  a  more 
"normal  role"  than  being  force  to  do 
so  alone  instantly  because  of  "sud- 
den" pressures. 

The  main  problems  facing  East 
Asia  today  is  the  non-proliferation 
issue,  first  on  the  Korean  Peninsula,  but 
also  in  regard  to  the  impact  of  South 
Asia's  non-proliferation  between  India 
and  Pakistan  on  East  Asia. 

There  is  no  doubt  that  the  most 
urgent  and  dangerous  security  prob- 
lem is  the  nuclear-proliferation  on  the 
Korean  Peninsula,  due  to  the  fact 
that  DPRK's  regime  is  not  living  up 
to  the  "Agreed  Framework"  of  1994. 

While  one  can  argue  about  the  need 
of  the  US  to  put  the  regime  as  part  of 
the  "axis  of  evil",  it  is  a  fact  that  they 


have  not  liven  up  to  the  agreement  and 
have  other  nuclear  production  act- 
ivities through  an  uranium  enrichment 
process.  When  the  US  made  that 
public,  they  even  withdrew,  from  the 
"Agreed  Framework"  and  from  the 
NPT  (Non-Proliferation  Treaty),  and 
threw  out  the  IAEA  representatives 
from  the  Yongbon  plutonium  enrich- 
ment plant.  At  the  beginning  all  the 
neighbors,  particularly  China  and  South 
Korea,  would  like  to  have  a  peaceful 
and  diplomatic  solution  to  the  nuclear- 
ization of  North  Korea  for  their  own 
valid  reasons.  But  after  the  US  could 
concentrate  on  the  issue  after  the  Iraq 
War,  there  is  a  greater  convergence  of 
opinions.  China  is  more  willing  to  put 
the  pressure  on  North  Korea,  and  the 
visit  of  President  Roh  of  South  Korea 
to  Washington  DC  has  helped  a  great 
deal  to  convince  him  of  the  need  for 
the  "stick"  in  the  form  of  possible 
sanctions  to  be  applied  besides  the 
"carrots".  Japan  has  always  more  re- 
asons to  be  willing  to  put  the  pressure 
on  North  Korea  since  she  felt  more 
threatened.  But  at  this  stage  no  milit- 
ary actions  will  be  entertained  by  Wash- 
ington DC  also. 

A  more  concerted  effort  from  the 
important  neighbors  could  be  expected, 
in  cooperation  with  the  US,  and  multi- 
lateral and  bilateral  approaches  are 
both  going  to  be  applied. 

The  region,  but  also  the  interna- 
tional community  including  South  East 
Asia  or  ASEAN,  should  assist  by  pro- 
viding political  support  to  the  efforts 
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by  the  US  and  the  immediate  neigh- 
bors of  Korea  in  North  East  Asia. 

The  other  non-proliferation  issue 
that  will  have  an  impact  on  East  Asia's 
security  is  the  stand-off  between  two 
nuclear  powers  in  South  Asia,  namely 
India  and  Pakistan.  The  impact  of  a 
conflict  between  the  two  will  be  felt 


by  East  Asia  but  East  Asia  does  not 
have  any  credible  instrument  to  do 
much  about  the  stand-off.  The  worry 
will  be  greater  if  the  nuclear  weapons 
of  Pakistan  will  fall  in  the  hands  of 
extremists.  That  is  why  the  role  of  the 
US  to  stabilize  the  tensions  in  the  sub- 
continent has  been  well-appreciated 
by  East  Asia. 


RI's  Foreign  Policy  Outlook 
After  the  2004  Election* 

Bantarto  Bandoro 


PEOPLE  have  now  begun  to  dis- 
cuss the  issue  of  presidential 
candidates,  as  the  country  con- 
tinues to  prepare  for  the  first-ever 
direct  election  in  2004.  The  election  will 
be  a  turning  point  in  Indonesian  po- 
litics because  it  allows,  for  the  first  time, 
the  public  to  cast  a  vote  for  someone 
who  is  ready  to  be  president  and  lead 
the  nation.  The  election,  as  it  has  al- 
ways been,  will  be  used  by  the  contest- 
ants as  a  medium  to  introduce  their 
political  program  in  order  to  convince 
the  public  of  their  commitment  to  build- 
ing democracy  in  the  country. 


"■Jhis  article  was  first  appeared  in  The 
Jakarta  Post,  May  29,  2003. 


The  issue  of  the  country's  interna- 
tional relations  is  often  not  a  dominant 
one  in  the  election  —  it  has  been 
almost  ignored  by  contestants  in  their 
political  programs.  Defense  and  other 
foreign  policy  issues  are  less  important 
to  voters  than,  for  example,  the  dom- 
estic economy,  social  security,  edu- 
cation, law  enforcement,  etc.  The  pub- 
lic and  the  contestants  do  not  seem  to 
care  about  all  these  "international" 
things. 

Perhaps  it  is  time,  if  the  bill  on  the 
direct  presidential  election  is  approved 
by  the  legislature,  for  the  presidential 
candidates  to  express  their  thoughts  on 
the  future  of  our  international  position 
and  role.  A  candidates's  ability  to 
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talk  openly,  plainly  and  convincingly 
about  foreign  policy  matters  and  other 
Indonesian  international  affairs  will 
help  voters  become  aware  of  the  im- 
portance of  our  international  interact- 
ions for  the  resolution  of  our  domestic 
problems. 

Perhaps,  for  the  foreign  policy  com- 
munities here,  who  will  lead  Indonesia 
will  be  seen  as  important  as  the  sub- 
stance and  orientation  of  our  future  for- 
eign policy.  Definitely,  there  would  be 
differences  in  the  way  Nurcholish  Ma- 
djid,  Amien  Rais  or  Hamzah  Haz,  if 
they  were  to  lead  the  country,  executed 
the  coun^tiry's  foreign  policy.  Whoever 
leads  the  country,  he  or  she  must  pro- 
ceed with  the  assumption  that  Indonesia 
is  not  yet  totally  freed  from  multidi- 
mensional problems.  Our  foreign  pol- 
icy after  the  2004  election  should  there- 
fore still  be  designed  and  executed 
within  such  a  framework. 

The  current  government  has  been 
trying  its  utmost  to  improve  the  coun- 
try's domestic  situation  and  interna- 
tional image.  But  Indonesia's  interna- 
tional diplomacy  maneuvers  have,  so 
far,  been  of  little  significance  to  the 
solution  of  our  domestic  problems.  But 
this  is  not  to  deny  that  Indonesia  has 
continued  to  maintain  the  main  tenets 
of  our  foreign  policy,  that  is,  an  in- 
dependent and  active  foreign  policy. 
This  is  unlikely  to  change,  despite  a 
change  in  our  national  leadership. 

No  one  can  really  predict  what  will 
become  the  most  influential  issue  in 


the  external  environment  of  Indonesia 
after  2004.  However,  a  global  fight 
against  terrorism  will  still  definitely 
be  on  the  international  agenda.  Indo- 
nesian policy  on  this  matter  will  not 
change.  In  the  future,  however,  the 
government  will  have  to  be  even  more 
active  in  initiating  an  antiterrorism 
policy,  but  it  has  to  be  very  cautious 
in  its  policy  implementation  so  as  not 
to  create  the  image  that  the  policy  is 
being  targeted  toward  certain  dom- 
estic groups.  However,  one  must  not 
accept  the  idea  that  the  outlook  of  our 
foreign  policy  is  dominated  by  such 
trends. 

As  foreign  policy  is  indeed  an  in- 
strument to  promote  and  articulate  our 
national  interests  abroad,  our  foreign 
policy  after  the  2004  election  must  be 
built  upon  pragmatic,  realistic  and 
rational  thoughts.  These  should  then 
be  translated  into  a  foreign  policy 
agenda  that  is  oriented  toward  over- 
coming our  domestic  problems.  Thus, 
whoever  becomes  the  next  president, 
he  or  she  must  understand  the  im- 
portance of  international  links  for  the 
solution  of  our  domestic  problems. 

Perhaps  the  most  important  matters 
to  be  included  in  our  foreign  policy 
agenda  are:  (1)  full  restoration  of  eco- 
nomic stability,  (2)  reduction  in  the 
tendency  toward  disintegration,  (3) 
the  search  for  alternative  external 
sources  for  our  long-term  development, 
particularly  when  we  are  no  longer  part 
of  the  IMF  program,  and  (4)  restoration 
of  our  international  image. 
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Such  an  agenda  should  be  able  to 
accommodate  the  current  and  future 
needs  of  our  country  and  accommodate 
a  variety  of  interests.  That  is  to  say, 
the  future  foreign  policy  agenda  must 
be  a  reflection  of  a  national  commit- 
ment to  tackle  effectively  our  domestic 
problems.  But  such  a  policy  agenda 
would  be  considered  reliable,  accept- 
able and  qualitatively  good  only  if  it 
were  comprehensive  in  scope,  realistic 
and  modest  in  its  objectives  and  re- 
flected the  country's  long-term  needs. 

What  we  need  beyond  2004  is  per- 
haps a  stronger  sense  that  what  hap- 
pens inside  the  country,  as  well  as  in 
our  immediate  region,  affects  our  des- 
tiny too.  Thus,  our  foreign  policy  be- 
yond such  period  is  out  to  prove  not 
only  our  political  existence  and  cred- 
ibility in  handling  national  and  inter- 
national problems,  but  also  our  com- 
mitment to  be  continually  part  of  in- 
ternational collaboration  in  establish- 
ing a  more  secure  and  stable  interna- 
tional environment. 

The  most  important  responsibility 
our  future  leaders  will  carry  is  the  need 
to  manage  our  foreign  policy  in  such 
a  way  that  it  leads  to  major  changes. 


domestically  and  internationally.  Such 
changes  must  be  geared  at  producing 
some  sort  of  balance  between  our 
commitment  to  fulfill  our  domestic 
needs  and  the  imperative  to  manage 
our  external  relations. 

The  best  of  Indonesia  is  yet  to  come. 
The  economy  is  one  example.  However, 
our  foreign  policy  is  not  only  about 
the  economy.  Indonesian's  foreign 
policy  should  convey  the  message  that 
we  are  doing  our  best  to  strike  the 
balance  between  democracy,  respect 
for  human  rights  and  security. 

A  more  proactive  and  well  thought 
out  foreign  policy  should  be  initiated 
if  Indonesia  is  to  be  seen  as  mean- 
ingful, both  strategically  and  politically, 
for  the  stability  of  its  immediate  region 
and  the  globe.  It  is  therefore  imperative 
for  our  leaders  to  make  a  new  foreign 
policy  breakthrough  in  such  a  way  as 
to  help  promote  domestic  political 
stability  and  strengthen  our  interna- 
tional position.  Therefore,  the  foreign 
policy  of  our  next  government  must 
be  as  adaptive  as  possible  to  the 
changed  external  environment  and 
unpredictable  events. 


REVIEW  OF  POLITICAL  DEVELOPMENT 


Politics  Heating  Up  Approaching 
the  2004  Election 

Staff,  Department  of  Politics  and  Social  Change,  CSIS 


THE  second  quarter  of  2003 
was  marked  by  a  riumber  of 
developmerits  that  could  have 
serious  implications  for  the  longer 
term.  One  such  development  relates  to 
the  controversial  bill  on  the  national 
education  system.  This  problem  has 
become  highly  politicized.  Protests  or- 
ganized by  non-Muslim  groups  to  op- 
pose the  Bill  were  covmtered  by  demon- 
strations by  Muslim  groups  in  support 
of  the  Bill.  The  government  and  Pres- 
ident Megawati  have  been  silent  on 
this  issue,  most  likely  because  there 
is  a  split  within  the  government  itself 
on  this  issue.  It  appears  that  the  DPR 
will  stick  to  its  political  stand,  and  is 
likely  to  legislate  the  Bill  with  only 
minor  changes.  This  will  not  end  the 
controversy. 

The  decision  of  the  government  to 
resort  back  to  military  operations  in 


Aceh  is  ariother  such  development.  The 
failure  to  save  the  peace  pact  between 
the  Indonesian  government  and  the 
Free  Aceh  Movement  (GAM)  has  paved 
the  way  for  the  Indonesian  military 
(TNI)  to  resort  to  military  operations 
with  the  aim  to  fight  the  GAM.  This 
operation  is  considered  most  unfor- 
tunate, as  it  wil  only  victimize  the  or- 
dinary people  in  Aceh.  Even  though 
the  TNI  has  pledged  to  limit  the  col- 
lateral damage  of  the  operations, 
skeptics  have  pointed  to  the  fact  that 
the  TNI  has  not  been  properly  trained 
to  do  so. 

The  second  quarter  of  this  year  also 
saw  the  further  heating  up  of  the  pro- 
cess towards  presidential  election  in 
2004.  The  prolonged  deliberations  in 
the  DPR  on  the  bill  on  the  presidential 
election  suggest  that  the  political  situ- 
ation is  very  fluid.  Political  parties  are 
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uncertain  about  their  position  in  the 
next  general  election  as  well  as  about 
selecting  their  presidential  and/or  vice 
presidential  candidates.  There  is  in- 
creased speculation  that  PDI-P  will  be 
very  likely  to  get  less  votes  in  the 
coming  election  as  compared  to  the 
election  in  1999.  Nonetheless,  there  is 
a  possibihty  that  the  direct  presidential 
election  will  be  won  by  PDI-P's  cand- 
idate, namely  Megawati.  This  may 
simply  be  explained  by  Megawati's 
image.  One  interesting  development 
is  the  emergence  of  Nurcholish  Madjid, 
a  Muslim  scholar,  as  a  possible  pres- 
idential contender.  Nurcholish's  en- 
trance in  the  race  may  become  a  threat 
to  other  Muslim  candidates,  such  as 
Amien  Rais.  However,  it  is  as  yet  un- 
clear which  political  party  will  and  can 
provide  Nurcholish  with  an  effective 
political  vehicle. 

Although  there  has  been  progress 
in  the  democratization  process  since 
the  beginning  of  the  reform  five  years 
ago,  there  is  great  disappointment  with 
the  pace  of  that  process  thus  far.  The 
fifth  anniversary  of  Soeharto's  fall  in 
May  provided  an  opportunity  for 
students  from  all  parts  of  the  country 
to  vend  their  disappointment  and 
anger  with  the  current  leadership. 
Despite  its  weaknesses,  the  current 
leadership  will  survive  until  the  next 
general  election.  There  is  no  more 
mechanism  to  remove  the  president 
before  the  end  of  the  term  as  was  used 
to  force  Abdurrahman  Wahid  to  step 
down.  This  could  be  the  reason 
why  Megawati  does  not  appear  to  be 


worried  about  her  position.  In  turn, 
she  does  not  see  why  she  needs  to  im- 
prove her  performance  to  stay  in  power. 

MILITARY  OPERATIONS  IN  ACEH 

The  failure  to  save  the  peace  pact 
between  the  Indonesian  government 
and  the  Free  Aceh  Movement  (GAM) 
has  opened  the  way  for  the  Indonesian 
military  (TNI)  to  resort  to  military 
operations  with  the  aim  to  root  out 
the  GAM.  This  operation  is  the 
largest  counter  insurgency  operation 
ever  conducted  in  Indonesia,  involv- 
ing between  40,000  and  50,000  troops. 
In  a  show  of  force,  TNI  has  also 
been  equipped  with  13  Scorpion  tanks, 
23  amphibious  tanks,  helicopters  and 
warships  to  fight  between  an  estimated 
8,000  and  10,000  rebels  who  are  armed 
with  automatic  rifles  plus  grenade 
launcher  mortars  (GLM).'  Indonesia 
has  also  moved  two  units  of  F-16  and 
four  units  of  Hawk-200  jet  fighters  to 
an  air  base  in  the  North  Sumatra  cap- 
ital of  Medan  from  their  home  base 
in  Madiun,  East  Java.  Although  the 
operation  is  planned  to  last  for  no 
more  than  six  months,  there  is  no  guar- 
antee that  it  would  meet  successfully 
its  objective,  namely  to  establish  peace 
in.  Aceh. 

Instead  of  resolving  the  problems, 
the  use  of  force  has  burdened  the  coun- 
try's already  battered  economy.  It  is 
estimated  that  the  operation  needs  to 


Hhe  Jakarta  Post,  9  May  2003. 
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have  financial  support  amounting  to 
more  than  Rpl.3  trillion  that  would  be 
taken  from  the  National  as  well  as 
Aceh  Provincial  budget. 

Another  implication  is  the  possib- 
ility of  a  revival  of  military  dom- 
inance in  the  country,  which  goes 
against  the  reform  movement  launched 
in  1998.  Some  recent  indications  un- 
derl  ine  this  danger.  Some  regional 
administrations,  especially  those  that 
are  territorially  close  to  Aceh  Province 
(such  as  North  Sumatra  and  Riau 
Provinces),  have  declared  their  regions 
to  be  in  "stage  I  of  emergency"  {Siaga 
1).  Even  the  provincial  government  of 
the  Jakarta  Capital  City  has  issued 
an  appeal  to  its  residents  to  capture 
those  whom  they  suspect  to  be 
"members  and/or  supporters  of  GAM". 
This  will  imply  a  greater  involvement 
by  regional  military  authorities  in  re- 
gional "civilian"  administrations. 

Military  operations  are  likely  to 
bring  about  human  rights  violations.^ 
Casualties  are  rising  as  the  war  in 
Aceh  intensifies.  Hundreds  of  schools 
throughout  the  province  were  destroyed 
in  the  first  two  days  of  the  military 
encounter.  Military  strategy,  political 
posturing  or  simply  psychological  war- 
fare may  drag  both  sides  into  targeting 
the  civilian  population  in  their  offens- 
ives. Predictably,  in  the  days  to  come 
there  will  be  more  civilian  casualties. 


See,  Kusnanto  Anggoro,  "The  Cost  of 
Aceh's  Civilian  Casualties,"  The  Jakarta  Post, 
26  May  2003. 


Both  sides  should  respect  the  rules 
of  war.  Politically,  however,  the  TNI 
is  in  a  much  more  difficult  position 
than  GAM.  It  is  important,  therefore, 
for  the  military  to  show  restraint.  This 
is  not  going  to  be  easy.  Some  generals 
recognize  the  need  for  limited  use  of 
force   and    for   minimizing  civilian 
casualties.  But  many  in  the  military 
argue  that  it  might  be  difficult  to 
avoid  civilian  casualties  in  an  insur- 
gency war.   More  importantly,  the 
military  believes  it  will  not  be  held 
responsible  for  civilian  casualties,  as 
it  enjoys  a   political   mandate  that 
legalizes  the  operations  (Presidential 
Decree  No.  23/2003  on  Martial  Law  in 
Aceh).  Perhaps  it  is  at  this  point  that 
the  media  and  non-governmental  or- 
ganizations (NGOs)  may  have  a  vital 
role  to  play.  The  media,  for  example, 
can  and  must  expose  and  discuss 
problems  in  the  provision  of  law  en- 
forcement services. 

The  international  community  is 
watching  very  closely  what  happens  in 
Aceh.  Quite  a  few  countries  and  or- 
ganizations have  decried  the  war  in 
Aceh  and  called  on  both  sides  to  re- 
sume negotiations.  UN  Secretary-Gen- 
eral Kofi  Annan  is  "deeply  concerned" 
about  the  developments  in  Aceh.  A 
political  solution  has  always  been  the 
best  instrument  for  resolving  insur- 
gency problems.  Indeed,  so  far,  most 
countries  remain  committed  to  sup- 
porting Indonesia's  territorial  integrity. 
Yet,  this  is  not  without  reservation. 
Excessive  civilian  casualties  and/or  a 
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prolonged  war  in  Aceh  may  charige 
their  position. 

The  government  needs  to  make 
more  efforts  to  rebuild  the  trust  of 
the  Acehnese  people  in  the  govern- 
ment. The  main  problem  would  be 
whether  or  not  the  Central  govern- 
ment, in  particular,  and  the  Indone- 
sian society  in  general  are  willing  and 
capable  of  healing  the  wounds  of 
the  Acehnese. 

THE  CONTROVERSIAL  BILL 
ON  NATIONAL  EDUCATION 
SYSTEM 

The  bill  on  the  national  education 
system,  initiated  by  the  Parliament  (DPR) 
a  year  ago  and  is  now  being  deliberated 
in  the  Parliament,  has  created  a  strong 
pro  and  con  in  the  society.  This  could 
potentially  awaken  the  "primordial 
societal  conflict"  between  Muslim  and 
non-Muslim  communities  in  Indonesia.'' 
Because  of  that  controversy,  the  DPR 
has  postponed  the  legislation  of  the 
Bill  from  the  supposedly  legislation 
date  of  24  March  to  10  June  2003. 


The  pros  and  cons  over  the  Bill  have 
unfortunately  fallen  into  a  likely  primordial 
division  of  the  society.  Media  coverage  on 
this  issue  varies,  and  can  be  found  in, 
among  others,  v/ww.Liputan6.Com.  1  May, 
8  May,  14  May  2003,  Sinar  Harapan,  17 
May  2003,  Suara  Pembaruan,  19  May  2003, 
Suara  Pembaruan,  19  May  2003,  Kompas,  6 
June  2003,  Republika,  7  June  2003,  www. 
Liputan6.Com.  5,  6,  18  May  2003  dan  www. 
Astaga.Com.  12  May  2003,  Kompas,  6  June 
2003,  Republika,  7  June  2003. 


The  draft  Bill  is  not  entirely  clear 
about  the  aim  of  the  national  edu- 
cation system.  It  does  not  seem  to  re- 
spond to  the  main  challenge  faced 
by  the  society,  namely  to  errhance  the 
intellectual  capacity  of  the  populace.  It 
appears  to  be  aimed  primarily  at  "pro- 
ducing" religious  individuals,  namely, 
"human  beings  that  believe  in  and 
show  piety  towards  The  One  God, 
while  having  noble  character,  being 
healthy,  capable,  creative,  independent, 
and  eventually  become  democratic  and 
responsible  citizens  for  the  purpose  of 
prodding  the  nation  towards  an  intel- 
ligent existence."  These  are  words  that 
have  no  meaning  unless  translated  into 
concrete  measures. 

Two  problems  stand  out.  First, 
the  bill  provides  too  much  room  for 
state  involvement  and  state  intervent- 
ion in  the  education  system.  Second, 
this  is  particularly  the  case  in  the  area 
of  religious  education.  This  issue  has 
become  highly  politicized  and  con- 
troversial. Hovyever,  the  government 
remains  silent  and  seems  devided  in 
response  to  this  issue;  whereas  the 
DPR  sticks  to  their  political  stance,  and 
will  most  likely  legislate  the  Bill  with 
some^minor  changes.  This  will  certainly 
be  hard  to  end  the  contrtoversy. 

THE  MEGA-HAMZAH  LEADER- 
SHIP 

The  leadership  of  President  Mega- 
wati Soekarnopoetri  remains  weak. 
This  weak  leadership  is  blamed  for 
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the  slow  process  of  reformasi.  Given 
Megawati's  strong  legitimacy,  there 
were  great  expectations  that  the  gov- 
ernment would  have  the  will  and  the 
power  to  undertake  the  reforms.  To 
be  sure,  there  is  now  much  greater 
freedom  of  expression  that  enables 
the  people  to  voice  their  aspirations. 
Yet,  it  is  widely  felt  that  the  people's 
voice  remains  unheard.  The  govern- 
ment does  not  seem  to  understand  what 
the  people  want,  and  worse,  the  DPR 
fails  to  appreciate  the  aspirations  of 
the  people.  The  political  elite  are  in- 
terested in  maintaining  their  own  po- 
litical power.  The  democratization 
process  is  being  tarnished  by  rampant 
corruption,  especially  in  the  DPR,  and 
the  government's  failure  to  enforce 
the  law. 

Despite  its  weaknesses,  this  leader- 
ship will  survive  until  the  next  general 
elections.^  The  public  rallies  and  de- 
monstrations throughout  the  country 
to  demand  Megawati  and  Hamzah 
Haz  to  step  down  show  the  wide 
dissatisfaction  with  the  government. 


Series  of  student  demonstration  in 
many  parts  of  Indonesia  commemorating 
reformasi  voiced  loudly  that  Mega-Hamzah 
leadership  has  failed  to  meet  the  demand 
of  reform,  and  thereby  they  has  to  step, 
down  now.  (www.  Tempo  Interaktif.com. 
21  May  2003;  Simr  Harapan,  22  May  2003). 

^e  1945  Constitution  (article  7A)  stipu- 
lates that  "Presiden  dan/atau  Wakil  Presi- 
den  hanya  dapat  diberhentikan  dalam  masa 
jabatannya  oleh  MPR  atas  usul  DPR  apa- 
bila  terbukti  melakukan  pelanggaran  hu- 
kum  berupa  pengkhianatan  terhadap  ne- 
gara,  korupsi,  penyuapan,  tindak  pidana 
berat  lainnya,  atau  perbuatan  tercela  mau- 


However,  there  no  longer  is  a  mechan- 
ism to  remove  the  president  before 
the  end  of  the  term  as  was  used  to 
force  Abdurrahman  Wahid  to  step 
down.  This  could  be  the  reason  why 
Megawati  does  not  appear  to  be 
worried  about  her  position.  In  turn, 
she  does  not  see  why  she  needs  to 
improve  of  her  performance  to  stay 
in  power. 

THE  COMPETITION  FOR  PRES- 
IDENT 

Dr.  Nurcholish  Madjid,  a  leading 
neo-modernist,  moderate  Muslim  and 
one  of  the  country's  most  prominent 
intellectuals,  became  the  first  non- 
partisan to  make  a  presidential  bid  for 
the  2004  presidential  election  in  In- 
donesia. He  announced  several  weeks 
ago  that  he  intends  to  run  for  the  In- 
donesian presidency.  He  advocates 
rebuilding  the  nation  through  good 
governance,  law  enforcement,  and  na- 
tional reconciliation.  Madjid's  po- 
litical platform  also  calls  for  economic 
reform  through  greater  involvement 
of  Indonesia's  impoverished  citizens 
in  production  activities,  the  preserv- 
ation of  national  unity  through  en- 


pun  apabila  terbukti  tidak  lagi  memenuhi 
syarat  sebagai  Presiden  dan/atau  Wakil 
Presiden."  Besides,  the  constitutional  pro- 
cess of  dismissing  the  incumbent  Presiden/ 
Vice  President  would  take  too  much  time  (ar- 
ticle 7B).  This  political  fact  was  admitted  by 
the  Speaker  of  MPR,  Amien  Rais,  who 
argued  that  it  is  not  enough  time  to  dis- 
miss President  Megawati  as  it  would  take 
a  long  process  at  least  until  July  2004. 
(Kompas,  8  March  2003). 
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couraging  pluralism  and  increased 
freedom  of  expression  rather  than  mil- 
itary force,  and  the  expansion  and  im- 
provement of  national  education. 

Madjid's  bid  for  president  may 
pose  a  challenge  to  the  presidential 
candidates  from  the  major  political 
parties  such  as  the  incumbent  Pres- 
ident Megawati,  and  especially  to 
Muslim  candidates  such  as  Amien  Rais 
and  Hamzah  Haz.  Intellectuals,  activ- 
ists and  students  have  expressed  their 
support  for  Madjid.  They  see  Madjid 
primarily  as  a  "clean"  public  figure, 
hardly  found  in  any  Indonesian  po- 
litical party.  However,  the  support  for 
his  candidacy  is  more  a  sign  of  des- 
peration than  anything  else,  because 
it  is  hard  to  see  how  Madjid  can  enter 
the  political  race. 

To  make  the  announcement  is  just 
the  first  step  in  the  presidential  bid. 
Madjid  still  needs  to  find  a  political 
party  or  a  group  of  political  parties 
that  is  willing  to  formally  adopt  and 
nominate  him  as  a  presidential  cand- 
idate. Rumors  say  that  several  political 
parties,  including  the  Golkar  Party  and 
the  National  Awakening  Party  (PKB), 
are  considering  nominating  him  as 
their  presidential  candidate.  However, 
there  has  been  no  confirmation  about 
this  from  any  political  party.  PKB  has 
made  the  decision  in  its  National 
Leaders'  Meeting  (21-23  May  2003) 
that  it  will  nominate  its  founder, 
former  President  K.H.  Abdurrahman 
Wahid  as  the  party's  presidential 
candidate,  although  it  keeps  the  option 


open  to  consider  other  candidates  at 
a  later  stage.  Given  Wahid's  domin- 
ating position  in  the  party,  he  will  have 
to  be  nominated  once  he  made  it 
known  that  he  is  still  interested  in 
the  job.  However,  party  members 
know  that  the  election  committee  may 
disqualify  Wahid  because  of  health 
reasons  and  his  physical  handicap. 

The  main  challenge  for  a  non-par- 
tisan presidential  candidate  is  to  gather 
the  support  from  a  political  party 
that  is  willing  to  provide  the  candidate 
with  a  political  vehicle  and  machinery. 
As  stipulated  in  the  1945  Constitution, 
"candidates  for  President  and  Vice- 
President  will  be  nominated  by  polit- 
ical parties  and  or  groups  of  political 
parties." 

Golkar  has  yet  to  decide  on  its 
presidential  candidate.  In  its  last  Na- 
tional Leaders  Meeting  (29  April-1 
May  2003),  Golkar  decided  to  introduce 
the  convention  method  to  select  its 
presidential  candidate.  This  convention 
will  be  held  on  5  February  2004.^ 


^he  Golkar  Party's  convention  for  pres- 
idential candidates  will  follow  the  follow- 
ing stages:  (1)  Preparation  stage:  formation 
of  Convention  Committee  (May  2003),  an-_ 
nouncement  of  convention  commencement 
(1  June  2003);  (2)  Nomination  Stage:  cand- 
idates nomination  (1-15  June  2003);  cand- 
idates registration  (15  June  -  7  July  2003), 
candidates  verification  (16  June  -  15  July 
2003);  (3)  Selection  Stage  (region):  candidate 
campaign  (16  July  -  1  September  2003), 
selection  of  candidates  (1-30  September 
2003);  (4)  Election  and  Result  stage:  na- 
tional nomination  of  candidates  (1-7  October 
2003),  pre-convention,  20  October  2003,  and 
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No. 

Political  Party 

Presidential  Candidate 

Note 

1. 

PDI-P 

Megawati  Soekamoputri 

Incumbent  President 

2. 

PPP 

Hamzah  Haz 

Incumbent  V-President 

3. 

PKB 

K.H.  Abdurrahman  Wahid 

Former  President 

4. 

PAN 

Amien  Rais 

Chairman  of  MPR 

5. 

PBB 

Yusril  Ihza  Mahendra 

Minister  of  Justice  &  HR 

6, 

PIE  (New  Indonesian  Party) 

Syahrir 

Economist 

7. 

PITA 

Dimyati  Hartono 

Former  Member  of  PDl-P 

8. 

PDKB  Party 

Manasse  Malic 

Member  of  Parliament 

9. 

Pelopor  Party 

Rachmawati  Soekamoputri 

Political  Activist 

Above  is  the  list  of  political  parties  and 
their  prospective  presidential  candid- 
ates. Some  possible  candidates  have 
been  identified.  They  include,  among 
others,  Jusuf  Kalla,  Susilo  Bambang 
Yudhoyono,  Aburizal  Bakri,  Gen.(ret.) 
Wiranto,  and  perhaps  also  Nurcholish 
Madjid.  These  candidates  will  need  to 
lobby  hard.  This  may  involve  a  lot  of 
money.  Some  have  indeed  started  to 
do  so.  Madjid,  however,  remains  pas- 
sive and  is  definitely  not  going  to  buy 
the  support  from  Golkar.  He  expects 
to  be  courted  by  the  party,  but  this 
is  not  going  to  happen.  It  is  most  likely 
that  each  political  party  will  nominate 
its  own  leader  for  the  presidential 
bid  in  2004.  Golkar  is  the  only  party 


convention  and  result  of  the  party's  pres- 
idential candidates,  5  February  2003  {Kom- 
.>-pas,  2  May  2003).  Voting  right  in  the  Party's 
convention:  National  Board  (DPP)  18  votes; 
30  Provincial  Boards  (DPD  Provinsi),  each 
has  3  votes;  416  District  Boards,  each  has  1 
vote;  organizations  under  the  Party  such 
as  Angkatan  Muda  Golkar  (AMPG),  Kesa- 
tuan  Perempuan  Partai  Golkar  (KP-PG), 
each  has  1  vote;  Party's  embryos  organiza- 
tions such  as  Soksi,  Kosgoro,  MKGR,  each 
has  1  vote;  organizations  founded  by  Party 
such  as  MDI,  Satkar  Ulama,  Al-Hidayah, 
AMPI,  dan  HWK,  each  has  1  vote.  {Kompas, 
2  May  2003). 


that  may  have  a  presidential  candidate 
that  is  not  its  chairman.  This  is  so  be- 
cause Akbar  Tandjung  is  still  not 
cleared  from  his  involvement  in  an 
earlier  financial  (and  political)  scan- 
dal. However,  given  that  there  is  no  ob- 
vious candidate  from  within  Golkar, 
and  because  there  are  splits  in  the 
party,  Tandjung's  chances  should  not 
be  totally  discounted.  Tandjung  is  a 
cunning  politician  and  still  has  some 
support  from  within  Golkar. 

In  addition  to  Nurcholish  Madjid, 
there  are  other  non-party  public  figures 
that  have  announced  their  intention  to 
run  for  president.  They  are  Surya  Paloh 
of  Media  Indonesia  Newspaper;  Abu- 
rizal Bakri,  the  head  of  KADIN;  and 
K.H.  Hasyim  Muzadi,  the  executive 
head  of  Nahdlatul  Ulama. 

The  procedures  for  the  2004  direct 
presidential  election  are  still  being 
deliberated  in  the  DPR.  There  is  still 
great  uncertainty  as  to  who  can  no- 
minate a  presidential  candidate.  The 
Bill  on  Presidential  Election  states 
that  only  political  parties  or  groups 
of  parties  that  have  20%  of  the  seats 
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in  the  DPR  can  nominate  their  pres- 
idential candidate  (Article  5).''  Con- 
versely, the  small  political  parties  are 
arguing  that  the  threshold  for  parties 
or  groups  of  parties  to  be  eligible  to 
nominate  a  presidential  candidate 
should  not  be  higher  than  2-5%  of  the 
seats  in  the  DPR, 

The  Parliament's  Special  Commit- 
tee on  the  Bill  of  Presidential  Election 
has  failed  to  come  to  a  decision  on  this 
issue,  and  decided  to  bring  this  matter 
to  the  Parliament's  Plenary  Session 
which  is  scheduled  for  10  June  2003. 
If  PDI-P  and  Golkar  stick  together  for 
the  20%  threshold,  and  if  the  Plenary 
Session  decides  to  vote  on  this  issue, 
it  may  well  be  that  PDI-P  and  Golkar 
can  come  out  as  the  winner. 

POLITICAL  LAW  ON  THE  STRUC- 
TURE AND  COMPOSITION  OF 
REPRESENTATIVE  BODIES 

The  main  issue  in  the  deliberation 
of  the  Bill  on.  the  Structure  and  Com- 
position of  Representative  Bodies  in 
the  DPR  relates  to  the  proposal  to  re- 
vive the  mechanism  of  "recall."^  As 
in  the  past,  recall  allows  political 


Golkar  Party  proposed  that  the  thres- 
hold for  a  party  or  coalition  of  parties  to 
be  qualified  nominating  presidential  cand- 
idates should  be  35%  of  electoral  vote. 
{Koran  Tempo,  22  April  2003).  For  further 
discussion  on  this  issues,  see  www.Astaga. 
com  7  May  2003;  The  Jakarta  Post  27  March 
2003;  Media  Indonesia  8  May  2003. 

a 

See,  Rancangan  Undang-Undang  Su- 
sunan  dan  Kedudukan  MPR,  DPR,  DPD 
dan  DPRD  lahun  2003,  Article  80,  86,  and  89. 


parties  to  withdraw  their  represent- 
atives in  the  DPR  at  any  time  when  the 
party  concerned  considers  that  they 
do  not  perform.  Leaders  of  major  po- 
litical parties  support  this  proposal  be- 
cause they  have  no  effective  instru- 
ment to  control  their  parliamentarians. 
It  is  likely  that  the  DPR  will  agree  on 
this  proposal. 

Another  crucial  point  in  the  Bill 
is  in  regard  to  the  position  of  what  used 
to  be  "the  highest  state  institution", 
namely  the  People's  Consultative  As- 
sembly (MPR).'  The  (new)  1945  Con- 
stitution has  already  changed  the  funda- 
mental character  of  this  institution 
from  being  the  "most  powerful"  state 
institution  to  an  "ad  hoc"  one,  which 
will  only  hold  sessions  when  the  DPR 
and  the  DPD  (House  of  Regional  Re- 
presentatives) meet  to  inaugurate  the 
new  elected  President  and  Vice-Pres- 
ident, or  to  hold  a  Special  Session  if 
called  by  the  DPR  and  only  when  it 
gets  the  permission  to  do  so  from  the 
Constitutional  Court,  or  when  there  is 
the  necessity  to  amend  or  change  the 
Constitution  of  Indonesia.  However, 
the  Bill  stipulates  that  the  MPR  should 
be  a  permanent  rather  than  a  "joint  ses- 
sion" institution  that  would  have  all 
protocol  and  official  facilities  without 
clear  roles  and  authority.  If  this  pro- 
posal is  passed  by  the  DPR,  it  would 
really  violate  the  1945  Constitution. 


'See,  Rancangan  Undang-Undang  Su- 
siinan  dan  Kedudukan  MPR,  DPR,  DPD 
dan  DPRD  tahun  2003,  Article  7. 
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The  Bill  also  implies  a  more  limited 
role  of  the  DPD.  The  Bill  stipulates  that 
the  DPD  could  only  discuss  and  re- 
view bills,  including  bills  that  relate 
to  regional  autonomy  issues,  prior  to 
the  formal  process  of  legislation.^*^ 
This  means  that  the  Bill  considers  the 
DPD  only  as  an  "assistant"  or  "staff" 
to  the  DPR.  If  this  proposal  is  ac- 
cepted by  the  DPR,  it  will  also  violate 
the  1945  Constitution. 

AGENDA  FOR  THE  AUGUST  AN- 
NUAL SESSION  OF  MPR 

Two  Ad  Hoc  Committees  of  the 
MPR  are  preparing  the  agenda  for  the 
August  Armual  Session  of  the  MPR.  Ad 
Hoc  Committee  I  is  in  charge  of  formul- 
ating the  design  of  the  Constitutional 
Commission.  The  main  issue  here  is 
whether  or  not  the  Constitutional  Com- 
mission v;^ould  be  given  the  authority 
to  do  a  comprehensive  review  of  the 
1945  Constitution.  It  has  been  argued 
that  as  a  result  of  the  "faulty"  process 
of  constitutional  amendment,  the  1945 
Constitution  has  too  many  controver- 
sial articles.  Unless  it  is  reviewed  (and 
amended  again),  this  Constitution  would 
only  cause  more  problems  for  Indonesia. 

Ad  Hoc  Comiruttee  II  is  working  on 
the  issue  of  reviewing  past  MPR's 
Decrees.  The  Committee  has  to  decide 
on  the  Decrees  that  are  no  longer  re- 
levant and  should  be  revoked,  and 


"See,  Rancangan  Undang-Undang  Su- 
sunan  dan  Kedudukan  MPR,  DPR,  DPD 
dan  DPRD  tahun  2003,  article  24. 


those  that  are  still  relevant  to  the  cur- 
rent condition  of  Indonesia  and  should 
be  put  in  new  law  and  regulation. 
There  are  so  many  MPR's  Decrees  to 
be  reviewed,  and  some  Decrees  are 
controversial.  One  example  is  the  MPR 
Decree  No.  XXV/ 1966  on  the  Banning 
of  the  Indonesian  Communist  Party 
and  the  Prohibition  to  Any  Activity 
Disseminating  the  Teachings  of  Com- 
munism /Marxism-Leninism.  Previously, 
President  Abdurrahman  Wahid  had 
tried  to  revoke  this.  Decree,  but  faced 
great  opposition. 

This  year's  annual  session  of  the 
MPR  might  be  the  last  one.  This  ses- 
sion is  considered  constitutionally 
baseless,  as  there  is  no  longer  a  con- 
stitutional order  for  the  nation  to  have 
this  session.^^ 

UPDATES  ON  REGIONAL  AU- 
TONOMY 

Twenty  two  (22)  new  local  regions 
(regencies)  have  been  established  by 
law  at  the  latest  in  June  2003.  Of  the 
proposed  60  new  regencies,  22  meet 
the  requirements  to  become  autono- 
mous regions.  These  new  regions  are 
Bombana,  Wakatobi  and  Kolaha  Utara 
in  South  East  Sulawesi;  Sumbawa  Ba- 


^^According  to  the  (amended)  1945  Con- 
stitution, article  3,  there  are  only  three 
main  duties  of  the  MPR.  First,  the  MPR  has 
the  authority  to  amend  and  enact  the  Con- 
stitution, Second,  the  MPR  will  inaugurate 
the  President  and  Vice  President.  Third,  the 
MPR  may  only  dismiss  the  President  and/ 
or  Vice  President  during  his/her  term  of 
office  according  to  the  Constitution. 


122 


THE  INDONESIAN  QUARTERLY,  Vol.  XXXI/2003,  No.  2 


rat  in  West  Nusa  Tenggara;  Lingga  in 
Riau;  Tojo  Una-Una  in  Central  Sula- 
wesi; Minahasa  Utara  in  North  Sula- 
wesi; Melawai  and  Sekadau  in  West 
Kalimantan;  Supiori  in  Papua;  Samosir 
and  Sedang  Jaya  in  North  Sumatra; 
OKU  Timur,  OKU  Selatan,  and  OKU 
Hi  in  South  Sumatera;  Dharmais  Raya, 
Solok  Selatan  and  Pasaman  Barat  in 
West  Sumatera;  Lebong  and  Kepahi- 
ang  in  Bengkulu;  Kepulauan  Aru  in 
Maluku;  and  Mener  Merah  in  Aceh.^^ 

With  these  new  regions  (regencies 
and  municipalities),  there  are  now 
more  than  376  regions  in  Indonesia. 
With  this  fragmentation  of  regions, 
one  important  question  to  ask  is 
whether  some  (or  many)  of  these  re- 
gions are  economically  viable  as  an 
autonomous  region.  This  fragmentat- 
ion might  also  reflect  problems  of  (po- 
litical) representation  of  society  in 
many  regions  of  Indonesia.  In  addition, 
there  is  a  strong  suspicion  that  the  es- 
tablishment of  so  many  new  regions 


GTZ  Decentralization  News  No.  44, 
25  April  2003,  p.  1. 

'376  regions  are  the  latest  data  on  the 
number  of  regencies  and  municipalities  in 
Indonesia  administered  by  the  Commission 
of  General  Election.  (See,  Keputusan  KPU 
No.  185  tahun  2002  tentang  Jumlah  Badan 
Penyelenggaraan  Pemilihan  Umum  di  daerah- 
daerah,  Jumlah  Pemilih  dan  Jumlah  Penduduk 
Indonesia  untuk  Pemilihan  Umum  tahun  2004). 
However,  there  is  another  data  reflecting 
that  the  current  number  of  regencies  and 
municipalities  in  Indonesia  is  416  regions. 
{Kompas,  2  May  2003)  Unfortunately,  there 
is  no  official  figure  on  the  actual  and  cur- 
rent number  of  regions  announced  by  the 
Indonesia's  government. 


has  been  the  result  of  money  politics 
in  the  DPR  as  well  as  the  interest  of 
major  political  parties  for  the  2004 
general  elections. 

PROBLEMS  IN  PAPUA 

There  are  no  clear  signs  that  prob- 
lems in  Papua  would  be  immediately 
solved.  Instead,  the  problems  might  be 
getting  worse  and  more  complex. 
The  Papuans  are  divided  into  three 
conflicting  groups.  The  first  is  the 
group  that  supports  the  independence 
of  Papua.  The  second  is  the  group  that 
is  in  favor  of  the  real  implementation 
of  the  Special  Autonomy  of  Papua. 
The  third  consists  of  several  smaller 
groups  that  support  to  the  Presidential 
Decree  1/2003  on  the  New  Regional 
Division  of  Papua  that  divides  Papua 
into  three  new  Provinces  of  West  Pa- 
pua, Central  Papua  and  East  Papua." 

With  this  new  development,  the 
conflict  is  no  longer  merely  a  vertical 
one  between  the  Papuans  and  the 
Central  Government,  but  has  become 


Each  group  has  its  own  supporters. 
For  examples,  the  main  exponent  of  the 
first  group  is  the  Papua  Presidium  Council 
{Presidum  Deivan  Papua  -  PDF).  The  main 
supporter  of  the  second  group  is  the  cur- 
rent Provincial  Government  of  Papua. 
Meanwhile,  the  proponent  of  this  Presid- 
ential Decree  is  the  Central  Government  of 
Indonesia.  But,  the  Government  argues  that 
there  should  be  no  contradiction  between 
the  Law  on  Special  Autonomy  of  Papua  and 
the  Presidential  Decree,  which  means  that 
the  new  provinces  of  Papua,  when  they  are 
established,  are  subject  to  and  may  aplly  the 
Law  on  Special  Autonomy  in  Papua. 
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multi-faceted,  involving  vertical  as 
well  as  horizontal  conflicts.  The  con- 
flict between  the  Papuans  and  the 
Central  Government  remains,  and  in 
addition  there  are  new  conflicts 
amongst  the  Papuans,  between  the  Pa- 
puans and  the  Provincial  Government, 
and  between  the  Provincial  Govern- 
ment and  the  Central  Government. 
Moreover,  social  and  economic  prob- 
lems are  also  getting  worse  over  years 
in  Papua.^^ 

In  view  of  this,  it  is  hard  to  expect 
that  peace  would  soon  prevail  in  Pa- 
pua. Conversely,  there  are  deep  con- 
cerns that  Papua  could  become  another 
Aceh  or  East  Timor.  This  is  the  call  for 
the  Indonesian  Government  to  give 
more  serious  attention  to  solve  the 
complex  problems  of  Papua. 

POLITICAL  SITUATION  IN  THE 
NEXT  THREE  MONTHS 

It  seems  that  in  the  next  three 
months  there  will  not  be  any  major  po- 


^See,  for  an  example.  Public  Opinion 
Survey  Papuu  Indonesia,  conducted  by  the 
International  Foundation  for  Election  Sys- 
tems (IFES)  in  2002  (reported  in  February 
2003),  which  shows  among  others  how 
poor  is  the  quality  of  education,  public 
health,  infrastructure,  and  economic  con- 
dition of  Papua. 


litical  events,  but  the  political  climate 
is  likely  to  continue  to  heat  up.  The 
DPR  has  to  finalize  two  crucial  po- 
litical laws,  namely  on  the  Composition 
and  Structure  of  MPR  and  the  DPR, 
and  on  the  Presidential  Elections.  They 
will  have  to  decide  on  a  number  of 
important  things.  There  is  concern  that 
the  large,  establish  political  parties  will 
make  it  difficult  for  independent  can- 
didates to  enter  into  the  presidential 
race.  Also,  smaller  political  parties 
may  not  be  given  the  right  to  nominate 
a  presidential  candidate. 

Following  PKB,  in  the  months  to 
come  larger  parties  will  begin  the  pro- 
cess of  selecting  their  presidential 
candidates.  The  problem  is  whether  the 
process  of  selecting  party's  presidential 
candidate  will  be  really  democratic,  in- 
volving the  participation  of  party's 
members.  Hamzah  Haz's  nomination 
has  been  criticized  by  some  groups  in 
PPP  as  being  not  democratic. 

Above  all,  Aceh  would  certainly 
be  the  focus  of  public  concern.  It  will 
be  a  crucial  test  for  the  Indonesian 
government  of  whether  military  op- 
erations will  bring  about  peace  in  Aceh. 
If  this  fails,  it  will  not  be  surprising 
if  the  government  will  be  condemned 
by  domestic  and  international  public. 
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Unstable  Recovery  Continued 

Stajf,  Department  of  Economics,  CSIS 


SOURCES  OF  GROWTH  AND  PRO- 
DUCTION SECTOR 

DURING  the  period  of  2002- 
2003  private  consumption 
growth,  especially  of  non- 
food consumption,  continued  to  be 
high  (Table  1).  Nevertheless,  its  con- 
tribution to  economic  growth  has  been 
declining.  The  contribution  of  private 
consumption  to  GDP  growth  shrank 
from  145%  in  Ql  2002  to  79%  in  Ql 
2003.  Declining  inflation  rates  and  in- 
creasing consumer  confidence  may  in- 
vigorate the  pace  of  consumption  ex- 
penditures in  the  near  future.  However, 
a  further  appreciation  of  the  rupiah 
may  induce  consumers  to  substitute 
away  from  domestic  goods  to  im- 
ported goods.  We  expect  that  the  net 
impact  on  the  domestic  economy  will 
be  a  slight  increase  in  consumption 
in  the  near  future. 


Supportive  business  sentiments  and 
favorable  macroeconomic  conditions 
have  fostered  a  favorable  investment 
climate.  With  -some  lags,  these  favor- 
able conditions  have  been  translated 
into  positive  investment  growth  since 
Q3  2002.  However,  the  business  senti- 
ment has  been  declining  again  since 
the  fourth  quarter  of  2002,  possibly 
due  to  concerns  about  the  impact  of 
the  Iraq  War  and  SARS.  This  may  ex- 
plain the  weakening  of  investment 
growth  in  Ql  2003  compared  to  Q4  2002. 

Domestic  and  foneign  inv,estmen-t 
approval  figures  also  indicate  the  wait- 
and-see  business  attitude.  Domestic 
investment  approvals  declined  from 
Rp.  3.5  trillion  in  Ql  2002,  to  Rp2.3  tril- 
lion in  Ql  2003.  The  rise  in  FDI  ap- 
proval is  a  misleading  indicator  of 
foreign  confidence  during  the  period, 
since  the  rise  was  not  the  result  of 
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Table  1 


GDP  GROWTH  BY  EXPENDITURE 


GDP  Growth 

Private  Consuraption 
food 
non-food 

Goverrunent  Cor\sumption 

Gross  Domestic  Fixed  Capital  Formation 

Qiange  in  Stock 

Exports  on  Goods  &  Services 

Imports  on  Goods  &  Services 

GDP 


Year  on  Year  Growth  (%) 


2002 

2003 

Ol 

02 

03 

04 

Total 

Ql 

5.6 

4.9 

3.9 

4.5 

4.7 

3.9 

-0.1 

-0.2 

0.3 

2.7 

0.7 

2.6 

12.9 

20.3 

7.8 

6.2 

9.0 

5.2 

6.6 

9.0 

16.9 

17.9 

12.8 

10.7 

-8.9 

-4.6 

4.6 

8.9 

-0.2 

6.4 

1475.7 

119.9 

24.8 

-1.4 

61.8 

-5.6 

-4.5 

-6.5 

2.6 

4.4 

-1.2 

0.7 

-25.7 

-20.8 

2.9 

19.8 

-8.3 

9.4 

2.7 

3.9 

43 

3.8 

3.7 

3.4 

Source:  BeritaResmi  Statistik,  No.  24/VI/19  May  2003. 


green-field  investments  but  mainly 
due  to  approval  of  changing  status 
from  domestic  investment  to  FDI. 
However,  we  expect  that  investment, 
especially  investment  by  firms  oriented 
towards  the  domestic  market,  will 
pick  up  again  in  the  Q2  2003.  The 
quick  end  of  Iraq  war  and  insignificant 
impact  of  SARS  that  has  reduced  un- 
certainty, in  addition  to  the  appreciation 
of  rupiah  that  lower  production  cost, 
can  be  associated  to  the  improvement. 

The  third  biggest  contributor  to 
growth  after  gross  fixed  capital  form- 
ation was  government  expenditure.  It 
grew  by  11%  and  contributed  to  24% 
of  GDP  growth  in  Ql  2003.  Reduction 
in  oil  and  gas  and  electricity  subsidy 
explained  the  government's  ability  in 
creating  a  fis'cal  stimulus  during  2002. 
We  expect  that  government  expend- 


itures remain  an  important  engine  of 
growth  in  the  near  future  for  several 
reasons.  On  the  revenue  side,  we  wit- 
ness the  success  of  the  selling  of  gov- 
ernment bonds.  On  the  expenditure 
side,  the  weakening  of  the  US  dollar 
may  ease  the  debt  burden.  Moreover, 
the  weakerung  of  the  US  dollar  relative 
to  the  domestic  currency  may  help  the 
subsidized  SOE's  utility  company.  This 
will,  in  turn,  create  room  for  a  further 
reduction  of  subsidies. 

On  the  production  side,  the  goods 
sector  performed  poorly,  while  utilities 
and  service  sector  grew  far  higher  than 
GDP  growth  (Table  2). 

Relatively  strong  agriculture  growth 
was  due  to  seasonal  factors.  However, 
the  y-o-y  growth  (3.2%)  is  still  below 
GDP  growth.  Mining  grew  by  a  meager 
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1.4%.  The  slowdown  in  manufacturing, 
the  largest  sector,  has  been  a  drag  to 
the  economy.  Manufacturing  grew  by 
2.7%,  slightly  higher  than  that  of  Q4 
2002,  but  much  lower  than  Ql  2002. 
The  contribution  of  manufacturing  to 
GDP  growth  shrank  from  55%  in  Ql 
2002  to  21%  in  Ql  2003. 

In  contrast,  all  sectors  in  the  utilities 
and  services  category  grew  higher  than 
GDP.  The  growth  rate  of  construction 
sector  stands  out;  increased  from  1.9% 
in  Ql  2001  to  5.8%  in  Ql  2003,  while 
its  contribution  in  GDP  growth  more 
than  doubled  from  4.2%  to  9.8%  during 
the  same  period.  This  is  consistent 
with  detailed  investment  figure.  The 
growth  of  investment  in  construction 
increased  from  1.9%  in  Ql  2002  to  6.3% 
in  Ql  2003  (y-o-y).  Transport  and  com- 
munication, and  business  services  con- 
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tinued  to  enjoy  rapid  growth  since  Ql 
2002.  Unfortunately,  trade,  hotel  and 
restaurant  — the  second  largest  sector — 
only  grew  by  3.5%  in  Ql  2003. 

GROWTH  OUTLOOK  FOR  2003 

Having  achieved  macroeconomic 
stability  over  the  past  nine  months,  the 
prospect  of  economic  growth  for  the 
year  2003  depends  on  the  ability  of  gov- 
ernment and  business  to  capitalize  on 
the  good  macroeconomic  environment 
and  improve  the  performance  and  pro- 
ductivity of  the  real  sector,  especially 
manufacturing,  and  exports. 

A  survey  conducted  by  Danareksa 
in  January  2003  reveals  that  the  CEOs 
of  companies  in  the  manufacturing 
industry  — except  for  the  Pharmaceutical 
and  Chemical  companies —  claimed  that 


Table  2 


GDP  GROWTH  BY  SECTOR 


2002 


2003 


Ql 

Q2 

Q3 

Q4 

Total 

Ql 

-3.1 

3.9 

3.8 

2.4 

1.7 

3.2 

-1.5— 

2.2 

2.7 

5.7 

2.2 

1.4 

5.6 

3.9 

4.1 

2.4 

4.0 

2.7 

8.0 

3.1 

4.5 

9.1 

6.2 

6.1 

1.9 

3.2 

5.4 

5.9 

4.1 

5.8 

2.7 

3.3 

4.7 

3.7 

3.6 

3.5 

8.9 

8.8 

7.5 

6.2 

7.8 

6.2 

4.4 

5.2 

5.8 

6.8 

5.5 

5.7 

2.7 

1.8 

1.6 

1.8 

2.0 

2.0 

2.7 

3.9 

43 

3.8 

3.7 

3.4 

GDP  Growth 

1.  Agriculture 

2.  Mining 

3.  Manufacturing 

4.  Electricity,  Gas  &  Water 

5.  Construction 

6.  Trade,  Hotel  &  Restaurant 

7.  Transport  &  Communication 

8.  Business  Services 

9.  Services 

GDP 


Source:  BPS 
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their  profits  were  still  under  pressure. 
However,  the  CEOs  expect  better  fin- 
ancial conditions  over  the  next  six 
months.  As  such,  they  expect  profits  to 
grow,  albeit  at  a  lower  rate  than  the 
expected  rate  in  the  November  survey. 

Similarly,  Danareksa's  leading  eco- 
nomic index  depicts  a  less  rosy  pros- 
pect for  the  coming  months.  It  fell  in 
January  2003,  attributable  to  a  decrease 
in  the  building  permits  index,  the  Ja- 
karta stock  market  index,  and  the  real 
effective  exchange  rate  index. 

A  bleak  picture  is  also  shown  by 
the  exporters  confidence  index  pro- 
duced by  Castle  AsiaT  The  short-term 
prospects  index  fell  from  10%  in  Q4 
2002  to  -3%  in  Ql  2003.  The  long-term 


prospects  index  fell  from  22  to  10  during 
the  same  period.  Against  this  backdrop, 
we  reiterate  our  forecast  that  the  eco- 
nomy will  grow  3.5%  in  2003. 

MONETARY  DEVELOPMENT 

Prices  and  Money  Supply 

Led  by  food  deflation,  the  general 
price  level  continues  its  downward 
trend  on  a  year-on-year  basis.  Inflation 
recorded  a  decline  from  8.7%  in  Janu- 
ary to  7.5%  in  April  (Figure  1).  Food 
items  went  down  from  4.8%  to  2.2% 
in  the  same  period,  and  even  high- 
inflation  items  such  as  transport  and 
communications  fell  from  15.9%  to 
10.3%.  However,  it  must  be  noted  that 
there  was  a  slight  increase  in  inflation 


Figure  1 

INFLATION  RATES  (Y-O-Y) 


Source:  BPS 
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again  from  7.12%  in  March  to  7.54%  in 
April.  This  can  also  be  seen  on  a  month- 
on-month  basis:  April  brought  a  halt 
to  deflationary  trends,  with  the  con- 
sumer price  index  rising  slowly  from 
-0.23%  in  March  to  1.15%  the  follow- 
ing month.  This  was  due  to  an  incre- 
ase in  electricity  tariffs  and  drinking 
water  prices  in  April.  However,  the 
inflation  rate  during  the  first  half  of 
the  year  remains  subdued;  thanks  to 
stable  prices  of  food  items,  which 
make  up  the  biggest  share  in  the  con- 
sumer price  index. 

Money  supply  growth  has  incre- 
ased slightly  during  the  past  quarter, 
but  monetary  policy  is  far  from  loose. 
Base  money,  MO,  halted  its  downward 
trend  during  the  past  two  quarters  and 
has  increased  from  7%  in  March  to 
7.8%  in  April.  Ml  and  M2  grew  from 
C%  to  9.7%  and  4.3%  to  5.5%  respect- 
ively from  January  to  March.  The  in- 
crease in  base  money,  however,  should 
not  be  much  of  a  concern,  as  it  is  still 
below  the  indicative  target.  Moreover, 
the  monetary  authorities  have  consist- 
ently pursued  tight  monetary  policies 
for  more  than  a  year  by  keeping  money 
in  circulation  close  to  targeted  levels 
and  this  policy  has  paid  off  in  terms 
of  dragging  inflation  below  the  10% 
threshold  since  the  begirming  of  2003. 

Therefore,  the  recent  slight  incre- 
ase in  base  money  growth  can  be  in- 
terpreted as  the  first  signs  that  lower 
interest  rates  have  some,  albeit  mild, 
effects  in  terms  of  increased  demand 
for  cash.  However,  these  effects  seem 


not  to  be  pronounced,  as  Ml  and  M2 
— including  demand  and  time  de- 
posits—  also  increased,  showing  that 
real  interest  rates  at  around  3-4%  are 
still  high  enough  to  keep  people  from 
holding  more  cash.  In  addition,  lower 
expected  inflation  will  also  keep  people 
from  investing  in  durable  goods.  Thus, 
demand  for  cash  remains  relatively 
low. 

While  we  expect  an  increase  of  in- 
flationary pressures  in  the  next  few 
months,  the  prospects  for  single-digit 
inflation  for  the  second  half  of  2003 
remain  good.  Food  items  seem  to 
have  reached  the  bottom  in  April,  and 
late  harvests  should  shorten  supplies 
in  markets  and  thus  raise  prices  again. 
In  addition,  the  government  will  con- 
tinue its  policy  of  fiscal  restraint  and 
increase  fuel  and  electricity  prices 
further  for  the  remainder  of  this  year. 
Finally,  seasonal  pressures,  specific- 
ally during  the  festive  period  of  Rama- 
dhan  in  November  and  Christmas  will 
increase  demand-side  pressures.  Overall, 
however,  we  expect  the  inflation  rate 
to  be  below  double-digits  in  2003, 
mainly  because  general  demand  is 
weak  and  growth  prospects  are  dim. 
And  if  money  supply  growth  is  kept 
in  check,  then  inflationary  build-ups 
are  less  likely  to  occur. 

Interest  Rates  and  Credits 

Low  economic  growth  and  mode- 
rate inflation  have  enabled  Bank  Indo- 
nesia to  decrease  interest  rates  further. 
One-month  nominal  SBI  rates  declined 
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from  13%  by  end  of  2002  to  11%  in 
April  this  year.  In  fact,  in  the  last  week 
of  May,  one-month  SBI  rate  declined 
to  as  low  as  10.44%.  BI  intervention 
rates  have  also  continuously  declined 
throughout  2002  and  since  the  begin- 
ning of  2003,  signaling  Bank  Indone- 
sia's commitment  to  a  low-interest  en- 
vironment. However,  the  banking  sector 
is  still  hesitant  to  give  loans  at  cheaper 
rates:  when  firms  borrow  money,  then 
they  still  have  to  pay  around  18%  in- 
terest (on  working  capital).  In  addition, 
the  guaranteed  rate  continues  to  be 
fairly  sticky  at  levels  above  SBI  and 
average  deposit  rates.  However,  in- 
terest rates  are  expected  to  continue 
their  downward  movement,  because 
there  is  room  for  monetary  authorities 
to  increase  the  money  supply.  When 
this  occurs,  then  SBI  rates  should 
decline  further. 

Credit  activities  have  slowly  picked 
up  again  during  the  past  quarter.  Total 
credit  growth  increased  from  18.6%  in 
January  to  24.2%  in  March  2003.  Ex- 
cept for  mining,  credit  activities  in  all 
sectors  have  shown  positive  growth,; 
with  lending  to  trade  leading  the  way 
with  46.9%  in  March.  Credits  to  ser- 
vices and  other  sectors,  including  loans 
for  consumption  purposes,  are  still 
showing  high  growth  rates  at  34-36%. 
Still,  the  loan-deposit  ratio  is  low, 
standing  at  a  low  40%  by  February. 
Thus,  the  banking  system  is  still  cha- 
racterized by  excess  liquidity  and  a 
continued  hesitancy  on  the  part  of 
banks  to  step  up  lending  to  the  pri- 
vate sector. 


Rupiah,  Capital  Market  and  Bond 
Market 

A  weaker  US  dollar  together  with 
improved  market  perceptions  towards 
the  Indonesian  economy  has  led  to 
some  capital  inflow  and  consequently 
strengthened  the  rupiah.  The  Indone- 
sian currency  showed  a  remarkable 
recovery  and  appreciated  from  Rp  8,900 
at  the  beginning  of  the  year  to  Rp  8,400 
to  the  US  dollar  by  mid-May.  While 
the  weaker  US  dollar  has  vindoubtedly 
contributed  to  this  spectacular  perform- 
ance, improved  investor  sentiment 
also  played  a  role.  The  swap  premium 
continued  to  decline  since  the  last  quar- 
ter of  2002  and  stood  at  10.1%  by  April. 
As  a  result,  the  risk  premium  also  fell, 
leading  people  to  convert  more  US 
dollars  to  rupiah,  despite  lower  interest 
rates. 

A  virtuous  circle  is  now  benefiting 
the  economy:  the  stable  macroeconomic 
environment  leads  to  capital  inflow, 
as  stocks  and  bonds  look  increasingly 
attractive.  Consequently,  both  volume 
and  value  of  shares  traded  at  the  Ja- 
karta stock  exchange  have  increased 
since  the  beginning  of  the  year.  The 
number  of  transacted  shares  increased 
from  Rp  5.1  billion  to  Rp  10.3  billion 
from  January  to  April,  while  the 
value  jumped  from  Rp  5.5  trillion  to 
Rp  7.4  trillion  during  the  same  period. 
Stock  prices  have  also  risen  in  the  past 
quarter,  approaching  the  500  points 
threshold  again  (Figure  2). 
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Figure  2 


THE  EXCHANGE  RATE  AND  THE  STOCK  PRICE 
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The  macroeconomic  situation,  espe- 
cially with  regard  to  the  decline  in  in- 
terest rates,  has  increased  bond  prices 
and  thus  made  them  more  attractive 
to  investors.  The  volume  of  transacted 
government  bonds  with  fixed  rates 
rose  from  Rp  153.2  trillion  in  January 
to  Rp  154.6  trillion  by  April  this  year. 
Especially  government  bonds  with 
fixed  rates  of  around  13%  are  in  de- 
mand. Currently,  bonds  with  a  mat- 
urity rate  of  5-10  years  are  offering  the 
highest  prices,  standing  at  an  average 
113.3  points.  They  remained  fairly  con- 
stant during  the  past  quarter.  The  ma- 
jority of  bonds  traded  are  fixed-interest 
government  bonds,  which  shows  the 
expectations  of  markets  that  interest 
rates  will  go  down  further. 


In  April  the  government  issued 
Rp  2.7  trillion  in  eight-year  Treasury 
Bonds  (T-Bonds)  with  a  weighted  aver- 
age yield  of  12.21%.  This  should  be 
followed  by  the  issuance  of  another 
Rp  5  trillion  in  T-Bonds  within  the  next 
quarter.  These  are  part  of  the  govern- 
ment's efforts  to  refinance  some  of  the 
maturing  bonds  issued  after  the  1997- 
1998  crisis  to  bail  out  the  banking  sys- 
tem. It  should  also  help  the  illiquid 
secondary  market  and  allow  the  gov- 
ernment to  share  with  private  investors 
the  costs  of  bailing  out  local  banks.  The 
T-Bonds  were  well  received  by  the 
market,  and  the  auction  of  the  Rp  2.7 
trillion  was  oversubscribed  by  198%. 
Buyers  included  mostly  banks,  mutual 
funds  and  foreigners,  indicating  furt- 
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her  increased  investor  confidence  in 
Indonesia's  financial  system. 

Prospects 

With  the  decline  in  the  US  dollar 
exchange  rate,  the  Rupiah  has  gained 
strength,  reducing  imported  inflation 
further.  With  money  supply  still  tight 
and  base  money  well  below  the  in- 
dicative target,  there  is  ample  room  for 
BI  to  lower  SBI  rates  further.  The  pros- 
pect for  this  to  happen  depends  on  the 
Central  Bank.  If  it  chooses  to  let  the 
rupiah  appreciate  further,  keep  the 
money  supply  tight,  let  the  interest 
rate  slide  downwards,  ^d  not  to  inter- 
vene in  the  foreign  exchange  market, 
this  will  hopefully  stimulate  the  real 
economy.  But  the  drawback  of  this  ap- 
proach is  that  the  stronger  rupiah  will 
hurt  expOi.1  competitiveness.  If  in- 
vestors believe  at  one  stage  that  the 
fundamentals  of  the  economy  are  not 
in  place  anymore,  then  history  could 
repeat  itself  and  capital  outflow  could 
lead  to  rupiah  depreciation  again. 

But  if  Bank  Indonesia  intervenes 
in  the  foreign  exchange  market  to 
stabilize  the  rupiah  at,  say,  around 
Rp  8,500  to  the  US  dollar,  then,  it  could 
build  up  its  foreign  reserves.  This 
could  help  to  improve  the  balance- 
of-payments  position  of  the  govern- 
ment, especially  if  it  decides  to  leave 
the  IMF  program  and  is  forced  to  es- 
tablish market  credibility  (see  below). 
Intervention  means  that  BI  buys  up 
US  dollars  and  thus  releases  more  ru- 
piah into  the  economy,  which  will 


eventually  build  up  inflationary  pres- 
sures. This,  in  turn,  could  force  the 
central  bank  to  apply  sterilization 
— pulling  out  Rupiah —  and  increase 
interest  rates  again  in  the  medium-run. 

Further  strengthening  of  rupiah 
will  depend  on  the  size  and  nature  of 
capital  flows,  and  whether  or  not  the 
Central  Bank  will  intervene.  The  Cen- 
tral Bank  has  not  intervened  directly 
in  the  foreign  exchange  market  so  far, 
but  it  is  sending  signals  to  lower  the 
interest  rate.  The  prospects  for  dom- 
estic inflation  to  remain  single  digits 
in  the  second  half  of  2003  are  good. 
Furthermore,  money  supply  growth 
is  below  indicative  targets,  and  there- 
fore we  believe  that  Bank  Indonesia 
is  committed  to  lower  the  interest 
further.  Chances  are  good  that  nominal 
SBI  rates  will  approach  the  10%  bench- 
mark sooner  than  expected.  With  favor 
able  prospects  on  inflation  and  the  in- 
terest rate,  and  assuming  no  major 
political  turbulences,  the  declining  SBI 
rate  to  around  10%  is  expected  to  halt 
the  trend  of  currency  appreciation,  and 
the  rupiah  is  expected  to  get  stable  at 
around  Rp  8,000  -  8,500 /US$. 

BALANCE  OF  PAYMENT 
Current  Account 

Despite  the  concerns  over  the  war 
in  Iraq,  Indonesia's  total  export  in  the 
first  quarter  of  2003  has  grown  slightly 
by  2.4%  on  a  quarterly  basis  or  16.2% 
compared  to  the  same  period  last  year, 
reaching  US$14.87  billion.  This  is  an 
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Figure  3 


THE  VALUE  OF  QUARTERLY  EXPORTS  (US$  MILLION) 
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improvement  from  the  depressing  ex- 
port conditions  of  the  last  quarter  of 
2002.  Oil  and  gas  exports  remained  the 
best  performing  sectors  and  have  grown 
by  more  than  8.9%  on  a  quarterly  basis 
(Figure  3).  Manufacturing,  which  ac- 
counts for  about  65%  of  total  exports, 
also  grew  by  2.6%  compared  to  the 
previous  quarter.  Agricultural  exports 
have  become  less  important  and  have 
continuously  declined  in  the  past  year. 

Machinery  and  electrical  equipment 
was  still  the  top  performer  within  the 
non-oil  categories,  followed  by  woods 
and  processed  woods,  animal  or  veget- 
able oil  and  other  natural  based  pro- 
ducts. Most  traditional  leading  com- 
modities continued  to  show  disappoint- 
ing performances.  Several  textile  and 
garment  commodities,  for  example. 


displayed  a  considerable  downturn  in 
exports  since  last  year.  The  same  cond- 
ition applies  to  footwear  products, 
which  used  to  be  a  major  contributor 
in  Indonesia's  exports.  The  situation 
can  be  associated  with  the  weakening 
demand  for  those  particular  products 
due  to  the  global  economic  slowdown. 

Exports  to  the  USA  and  several  ma- 
jor exporting  destinations  have  shown 
minor  improvements  during  the  first 
quarter-of  this  year.  Compared  to  the 
previous  quarter,  exports  to  US  and 
Singapore  have  increased  by  6.7%  and 
11%  respectively,  while  exports  to 
Japan  still  continue  to  decline.  Other 
destinations,  such  as  China  and  Europe, 
are  likely  to  be  more  attractive  markets. 
Export  to  China,  which  are  more  than 
5%  of  non-oil  and  gas,  grew  around 
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7%  from  previous  quarter,  or  32% 
compared  to  the  same  period  last  year. 

The  excellent  performance  of  ex- 
ports in  the  last  quarter  is  hardly  to 
last  longer.  It  is  likely  that  in  the  short 
to  medium  term,  prospects  will  remain 
modest.  Although  the  concerns  on  the 
negative  effects  of  the  Iraq  war  turned 
to  be  exaggerated,  gloomy  external 
conditions  undermine  the  possibility 
of  better  export  performances.  With 
weakening  global  and  regional  eco- 
nomies — following  the  war  and  the 
breakout  of  the  SARS  disease —  demand 
for  Indonesia's  export  commodities 
is  expected  to  remain  fragile.  Domest- 
ically, the  sharp  appreciation  of  rupiah 
recently  may  dampen  the  competitive- 
ness of  Indonesia's  export  further. 
Moreover,  there  was  no  significant  im- 
provement in  the  domestic  business 
climate.  It  is  difficult  to  expect  Indone- 
sia's exports  to  be  more  competitive, 
especially  for  traditional  labor-based 
manufacturing  commodities. 

During  the  first  quarter  of  this 
year,  Indonesia's  imports  declined 
by  around  4.5%  on  a  quarterly  basis, 
but  increased  significantly  by  34% 
compared  to  the  first  quarter  of  last 
year.  Imports  of  capital  goods  de- 
clined sharply  by  21%  after  a  signif- 
icant increase  throughout  the  previous 
year.  Imports  of  raw  material  goods 
are  quite  steady;  indicating  the  stable 
performance  of  exports,  which  mostly 
have  a  high  degree  of  import  content. 
The  official  data  show  that  there  was 
a  decline  on  the  imports  of  consumpt- 


ion goods.  However,  the  import  figure 
does  not  take  into  account  illegal  im- 
ports from  smuggling,  which  is  prob- 
ably quite  significant.  The  recent  ap- 
preciation of  the  rupiah  will  likely  to 
increase  imports,  especially  of  consump- 
tion goods. 

Capital  Account  and  FDI 

The  third  quarter  of  2002  recorded 
a  considerable  improvement  in  the 
capital  account  by  reaching  a  deficit 
of  US$215  million,  leading  to  a  total 
deficit  of  only  around  US$2.15  billion 
for  the  first  nine  months  of  the  year. 
The  improvement  came  partly  from  a 
significant  reduction  in  debt  repay- 
ment as  well  as  more  capital  inflow  in 
the  form  of  portfolio  investments, 
which  grew  more  than  70%  from  the 
second  quarter.  The  improving  macro- 
economic  and  political  profile  has  led 
the  international  market  to  perceive 
Indonesia  to  be  less  risky,  as  indicated 
by  upgraded  ratings  from  several 
agencies.  This  condition,  along  with 
the  strengthening  of  the  financial 
market,  particularly  for  bond  and  stock 
markets,  has  attracted  more  private 
capital  inflow  during  the  first  couple 
of  months  of  2003. 

However,  the  improvement  in  con- 
fidence may  come  to  a  halt  due  to  se- 
veral potential  problems.  Although 
many  analysts  feel  comfortable  with 
the  possibility  of  Indonesia  "graduat- 
ing" from  the  IMF  program,  uncer- 
tainty regarding  the  government's  exit 
plan  has  raised  confusion  on  the  macro- 
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economic  prospects  after  the  program. 
Moreover,  recent  improvements  have 
only  been  limited  to  short-term  capital 
flows.  Third  quarter  data  illustrate  that 
direct  investment  outflow  continued 
to  take  place,  as  there  was  little  major 
investment  coming  into  the  economy, 
despite  the  revenues  from  the  privat- 
ization program. 

Data  from  Investment  Board  show 
that  the  value  of  the  approved  FDI 
was  around  US$2.5  billion  during  the 
first  three  months  of  "investment  year" 
2003.  Although  this  figure  illustrates 
an  increase  of  90%  from  the  same  period 
last  year,  fundamentally  there  is  no 
significant  improvement  in  the  invest- 
ment climate.  The  long  awaited  invest- 
ment law  has  not  been  implemented. 
Instead,  the  government  is  preparing 
an  interdepartmental  task  force  called 
investment  protection  team  to  provide 
one-stop-service  in  solving  investor's 
problem  dealing  with  different  elements 
of  government.  However,  the  business 
community  seems  to  be  skeptical  to- 
wards the  idea.  There  has  been  no 
major  government  action  to  handle 
classical  and  long-standing  problems, 
such  as  complaints  over  tax  adminis- 
tration, customs  and  corruptions,  as 
well  as  the  need  for  an  effective  legal 
and  a  well-functioning  judicial  system. 

OPTION  FOR  THE  POST-IMF 
PROGRAM 

By  the  end  of  2003,  the  government  will 
end  its  current  IMF  extended  fund 
facility  (EFF)  arrangement.  Afterwards, 


it  has  four  options  to  choose  from  on 
the  relationship  with  the  IMF.  First  is 
business-as-usual:  make  a  new  EFF  ar- 
rangement and  periodically  withdraw 
some  funds  for  balance  of  payment 
(BOP)  support  in  exchange  for  ful- 
filling letters  of  intent  (LOIs).  Second  is 
to  switch  to  a  different  program  known 
as  the  precautionary  arrangement.  This 
option  allows  the  government  to  with- 
draw funds  to  support  the  BOP  only 
when  it  wants  to.  Under  this  option,  the 
IMF  will  stay  to  provide  technical 
assistance  and  the  government  will 
still  be  required  to  make  LOIs  that  are 
periodically  reviewed. 

In  a  statement  made  on  5  May 
2003,  however,  the  Coordinating  Min- 
ister for  Economic  Affairs  suggested 
that  the  government  would  end  its 
participation  in  the  IMF  program, 
hence  signaling  that  the  above  options 
were  out  of  the  question  {LaksamanaNet, 
12  May).  With  the  first  two  options 
being  crossed  out,  two  others  remain, 
namely,  to  end  the  program  and,  by 
default,  enter  the  Post-Program  Mon- 
itoring (PPM),  or  to  avoid  the  PPM 
altogether.  By  ending  the  program  and 
entering  the  PPM,  the  government  will 
have  regular  dialogues  with  the  IMF 
mission  about  its  economic  plans.  The 
mission  will  review  these  plans  and 
then  report  to  the  IMF's  Board  of  Dir- 
ectors. Staying  in  the  PPM  allows  the 
government  to  spread  payment  of  its 
above-quota  IMF  loans  of  about  US$9.2 
billion  in  seven  years.  Should  the  gov- 
ernment choose  the  latter  option  to 
avoid  the  PPM,  it  has  to  pay  back  the 
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Table  3 


Options 


IMPLICATIONS  OF  THE  VARIOUS  POST-"2003~OPTIONS 


Balance  of  Payment 
Support 


Fiscal 


Credibility 


Extended  Fund  Facility 
(EFF)  Program 

Precautionary 
Arrangements  Program 

Post-Program 
Monitoring  (PPM) 
(by  default) 


End  the  IMF  Program 
without  the  PPM 


Must  withdraw  funds 
periodically  for  BOP 
support 

Can  withdraw  loans  if 
necessary  for  BOP 
support 

No  BOP  support; 
return  above-quota 
IMF  loans  in  7  years 


No  BOP  support;  im- 
mediately return  all 
loans  above  the  quota 


Paris  Club  rescheduling 
(~US$3  billion  in  2003) 

No  Paris  Club 
rescheduling 

No  Paris  Club 
rescheduling 


No  Paris  Club 
rescheduling 


IMF  perceived  as  in 
full-control  of 
maintaining  reform 

IMF  perceived  as  in 
full-control  of 
maintaining  reform 

IMF's  influence  very 
limited,  transition 
for  government  to 
establish  own 
credibility 

Government  must 
establish  own 
credibility  by  2004 


whole  of  its  responsibility  in  one  go 
from  its  foreign  reserve. 

These  policy  options  have  implicat- 
ions on  three  aspects  of  economic  pol- 
icies, namely,  the  government's  foreign 
reserve,  fiscal  viability,  and  policy- 
making credibility.  Table  3  above  sum- 
marizes these  implications.  We  shall 
only  discuss  the  relevant  last  two  options. 

Of  these  aspects,  the  least  worrisome 
is  foreign  reserve.  Currently,  it  re- 
maii\s  strong  at  US$34  billion.  In  2004, 
the  government  will  have  to  deplete 
about  US$8.2  billion  for  foreign  debt 
repayment,  putting  reserves  at  US$25.8 
billion,  which  is  equivalent  to  more 
than  nine  months  of  imports.  Absent 
from  a  major  disaster  with  the  BOP 
of  the  scale  experienced  early  in  the 
crisis,  it  is  safe  to  say  that  the  govern- 
ment will  be  able  to  maintain  its  BOP 


support  function,  even  if  it  decided  to 
avoid  PPM  and  return  the  whole  of  the 
IMF  loans. 

Meanwhile,  fiscal  policies  will  mainly 
focus  on  debt  management  issues.  Table 
4  estimates  the  financing  gap  in  2004, 
if  the  Paris  Club  debt  rescheduling, 
which  amounted  to  Rp  27  trillion  in 
2003,  is  unavailable.  Assuming  3.5% 
real  GDP  growth  with  a  9%  inflation, 
a  budget  deficit  of  1%  of  GDP,  and 
the  achievement  of  half  of  the 
2003's  privatization  target,  and  a  quar- 
ter of  2003's  asset  sales  target  (since 
most  good  state-owned  enterprises  and 
recapitalization  assets  would  have  been 
sold  by  2004)  while  holding  everything 
else  constant,  the  financing  gap  amounts 
to  around  Rp  52.4  trillion.  Parts  of  this 
gap  can  be  covered  by  some  existing 
funds,  such  as  the  investment  funds 
(RDI),  estimated  at  around  Rp  21  trillion 
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Table  4 


BACK-OF-THE-ENVELOPE  CALCULA- 
TION OF  BUDGET  ESTIMATES 


2003 

2004 

Gross  Dom.  Product 

1940.0 

2182.5 

Deficit  as  %  of  GDP 

-1.8 

-1.0 

Deficit 

-34.4 

-21.8 

Domestic  Financing 

34.5 

-13.5 

Etomestic  Bank 

8.5 

8.5 

Non-Bank  Domestic 

26.0 

-22.0 

Privatization  of  SOEs 

8.0 

4.0 

Recap  assets 

18.0 

4.5 

Bond  Transactions 

-12.0 

-30.5 

Net  issues 

1.5 

0.0 

Repurchase 

-13.6 

-30.5* 

Foreign  Financing 

12.0 

-17.1 

Loans 

29.3 

29.3 

Amortization 

-17.3 

-46.4 

Principal  due 

-44.3 

-46.4* 

PC  rescheduling 

27.0 

0.0 

Financing  Gap 

0.0 

-52.4 

Source:  2003  Revised  Budget 
Note:  *from  Kompas,  1  May. 


by  the  end  of  2002  {Tempo  Inter aktif, 
29  January  2003)  and  the  accumulation 
of  the  remainder  of  the  previous  years' 
budgets  (SAL),  whose  exact  amount  re- 
mains a  mystery. 

Whatever  gap  remains  needs  to 
be  financed  by  issuing  more  of  either 
debts  or  government  bonds,  both  dom- 
estically and  internationally.  At  issue 
here  is  whether  the  government  can 
get  a  favorable  rate,  especially  for  its 
bonds;  and  here,  overall  credibility 
(and  its  effects  on  macroeconomic 
stability)  plays  an  important  role.  The 
question,  then,  is  whether  the  choice 
between  PPM  and  no-PPM  will  sign- 
ificantly affect  the  government's  cre- 


dibility. We  think  that  it  will.  Taking 
the  no-PPM  option  might  risk  send- 
ing the  wrong  signals  that  the  govern- 
ment intends  to  do  whatever  it  wants 
irrespective  of  economic  rationales. 
As  such,  without  a  strong  and  credible 
signal  that  the  current  and  next  govern- 
ment will  be  committed  to  reform,  the 
no-PPM  option  is  a  risky  option. 

Presently,  concerns  over  market 
sentiments  seem  to  get  the  goveniment 
inclined  towards  the  PPM  option 
{Bisnis  Indonesia,  21  May  2003).  This 
decision,  however,  is  yet  to  be  finalized. 
The  team  that  assesses  the  post-IMF- 
Program  strategy  is  expected  to  come 
up  with  a  recommendation  in  August 
2003,  which  will  be  widely  circulated 
to  the  public  before  the  government 
made  its  final  decision  later  this  year. 

OTHER  ISSUES 

Privatization:  Falling  Short  of  Pro- 
ceeds 

Once  again,  the  privatization  pro- 
gram in  Indonesia  will  experience 
major  delays,  as  the  government  re- 
cently unveiled  that  this  year's  privat- 
ization target  will  not  be  met.  Initially, 
30  state-owned  companies- (SOEs),  have 
been  lined  up  for  privatization,  includ- 
ing Bank  Mandiri,  airport  operator 
PT  Angkasa  Pura  II  and  pharmaceu- 
tical firms  PT  Kimia  Parma  and  PT 
Indofarma,  all  of  which  should  have 
been  privatized  by  2001.  While  the 
privatization  of  the  other  three  com- 
panies have  been  postponed,  the  gov- 
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eminent  is  carrying  on  with  plans  to 
privatize  Bank  Mandiri,  partly  driven 
by  the  relatively  smooth  sale  of  Bank 
Danamon  this  May.  The  privatization 
of  Bank  Mandiri,  together  with  Bank 
Rakyat  Indonesia  (BRI)  and  Perusahaan 
Gas  Negara  (PGN),  will  make  up  the 
bulk  of  the  proceeds. 

The  delay,  however,  is  bad  news, 
for  two  reasons.  First,  the  revised 
target  will  mean  less  cash  proceeds  to 
cover  the  budget  deficit,  forcing  the 
government  to  look  elsewhere  for 
sources  to  finance  the  deficit.  The  gov- 
errunent  claimed  that  it  could  at  most 
reach  Rp  4  trillion  iri^revenues  from 
privatization,  a  far  cry  from  the  targeted 
Rp  8  trillion.  The  second  reason,  which 
is  equally  crucial,  is  that  the  delay  is 
likely  to  adversely  affect  investors' 
confidence.  The  government's  commit- 
ment to  consistently  implement  re- 
forms is  being  questioned,  as  this  is  not 
the  first  time  the  schedule  went  astray. 
In  the  year  2002,  only  three  out  of  the 
targeted  23  companies  were  success- 
fully privatized,  mainly  due  to  political 
problems. 

As  noted  in  May,  the  consortium 
led  by  Singapore's  Temasek  Holdings 
Pte.  Ltd.  and  Germany's  Deustche  Bank 
AG  won  the  bid  for  a  51%  government 
stake  at  Bank  Danamon,  the  country's 
fifth  largest  bank.  The  consortium, 
called  Asia  Financial  Indonesia  (AFI), 
outbid  the  local  consortium  consisting 
of  PT  Bhakti  Capital  and  PT  Bank 
Mega.  Another  local  bidder,  PT  Bank 
Artha  Graha,  failed  to  submit  its  final 


bid  by  the  deadline.  Bank  Danamon  is 
the  third  IBRA-controlled  bank  whose 
majority  stake  was  sold  to  strategic  in- 
vestors, after  Bank  Central  Asia  (BCA) 
and  Bank  Niaga. 

AFI  submitted  a  bid  of  Rp  1,202  (US$ 
0.14)  per  share,  and  provided  the  gov 
emment  with  a  total  of  US$347  million 
worth  of  cash,  or  around  10%  of  IBRA's 
asset  sale  program  target  this  year. 
Finance  and  banking  experts  said  that 
the  bidding  result  was  optimal,  given 
that  the  new  owner  of  the  bank  is  a 
combination  of  a  financially  strong 
enterprise  and  a  foreign  bank  with 
good  reputation.  Temasek  holds  an 
85%  stake  in  the  consortium,  while 
Deutsche  Bank  holds  the  remaining  15%. 

Entering  the  third  year  of  the  priv- 
atization program,  it  seems  that  the 
key  factor  that  contributes  to  the 
slow  progress  is  the  lack  of  consensus 
between  government,  parliament  and 
civil  society.  Controversies  over  privat- 
izing SOEs  continue  to  exist,  mostly 
because  the  government  has  not  yet 
succeeded  in  defining  a  clear  ar\d 
transparent  method  of  implement- 
ing privatization,  while  the  parliament 
has  been  very  uncooperative  regarding 
the  closure  of  privatization  deals.  The 
strong  nationalist  and  anti-foreign 
sentiments  have  also  created  pressures 
on  the  Parliament  to  generally  op- 
pose privatization  plans. 

The  new  Law  on  SOEs  is  expected 
to  provide  some  'clarity'  over  current 
debates  on  privatization.  The  law 
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governs  the  management  of  SOEs,  the 
nature  and  structure  of  SOEs,  includ- 
ing terms  and  conditions  of  privat- 
ization, i.e.  only  firms  in  competitive 
sectors  will  be  privatized.  The  enact- 
ment of  this  law,  and  its  consistent 
implementation  will  certainly  pave 
the  way  towards  speeding  up  privat- 
ization. Nevertheless,  until  a  general 
consensus  can  be  reached,  the  road  to 
privatization  will  remain  somewhat 
bumpy. 

Corporate  Issues:  APP  and  Lippo 
Controversies 

Once  again,  several  cases  related  to 
banking  and  corporate  restructuring 
drew  criticism  and  raised  questions  on 
the  security  aspect  of  doing  business 
in  Indonesia.  The  following  are  two 
cases  to  illustrate  emerging  corporate 
governance  issues  that  may  hamper 
the  privatization  process  and  deteri- 
orate investors'  confidence. 

The  first  case  is  on  the  allegation 
that  Lippo  Bank  has  deceived  the  public 
by  claiming  an  un-audited  financial 
report  as  audited.  Many  financial 
analysts  have  argued  that  the  case 
should  be  considered  as  a  serious  cor- 
porate fraud,  since  it  is  intentionally 
carried  out  in  order  to  mislead  the 
public  and  hide  the  fact  that  the 
previous  owner  of  Bank  Lippo  at- 
tempted to  regain  control.  However, 
the  Capital  Market  Supervisory  Agency 
(Bapepam)  reduced  the  case  to  the 
level  of  a  management  mistake.  Ba- 
pepam only  imposed  a  Rp  2.5  billion 


(US$280,000)  penalty  on  the  Lippo 
Bank  management  without  doing  more 
investigation  to  prove  criminal  intent. 
Bapepam  also  tried  to  shift  the  respons- 
ibility to  appraisal  agencies  that  as- 
sessed Lippo  Bank  assets  for  financial 
report  purpose. 

The  second  case  is  long-standing 
problems  surrounding  Semen  Gresik 
and  its  subsidiaries.  Semen  Padang 
and  Semen  Tonasa,  remain  unresolved, 
although  the  state  minister  of  SOE 
hinted  that  the  government  might  de- 
cide to  separate  or  spin-off  the  com- 
panies. This  case  has  been  in  place  for 
years,  while  Cemex  SA  de  CV,  which 
currently  holds  25%  of  the  share,  was 
called  to  buy  51%  of  the  government's 
share  in  the  company.  The  case  be- 
came even  more  sensitive,  when  the 
local  governments  of  West  Sumatra 
and  South  Sulawesi  — representing  the 
provinces  where  Semen  Padang  and 
Semen  Tonasa  are  located —  demanded 
the  separation  of  two  companies  from 
Semen  Gresik  before  the  sale.  If  the 
government  goes   ahead   with  this 
spin-off  plan,  they  will  have  to  pay 
some  compensation  to  Cemex,  as  it 
indirectly  owns  about  25%  of  each  SP 
and  ST.  So  far,  the  government  has 
not  specified  a  detailed  plan,  including 
what  kind  of  compensation  will  be 
paid  to  the  Mexican  company. 

This  plan,  however,  will  worsen 
investor's  perception  on  the  country's 
private  sector  environment.  Uncertainty 
surrounding  business  activities  in  In- 
donesia remain  high,  as  contracts  can 
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easily  be  reversed  due  to  popular  pres- 
sures. Moreover,  the  decision  reflects 
the  confusion  over  the  implementation 
of  decentralization,  and  might  motiv- 
ate other  local  governments  to  under- 
take similar  actions  regarding  any 
agreements  involving  SOEs  in  their  re- 
gions. 

Good  news,  however,  has  also  come 
up.  After  a  lengthy  process,  Asia  Pulp 
and  Paper  (APP)  is  expected  to  reach 
a  final  debt  restructuring  agreement 
with  its  creditors  in  early  July.  This 
agreement  is  considered  as  a  signif- 
icant process  towards  restructuring 
US$6.7  billion  worth  of  debt  owed  by 
the  company's  Indonesian  unit.  Under 
the  new  agreement,  APP  can  be  declared 
in  default  if  75%  of  creditors  agree.  If 
the  creditors  fail  to  obtain  the  75% 
support  for  default,  they  can  take  a 
second  vote  with  a  67%  requirement,  a 
third  vote  with  a  51%  requirement, 
and  fourth  vote  with  only  25%  require- 
ment, but  must  be  completed  in  180 
days. 

In  December  2002,  IBRA  —the  largest 
single  creditor  of  APP —  signed  a  pre- 
liminary restructuring  deal  with  APP 
for  about  US$1.2  billion  in  debt  owed 
by  the  company's  four  local  units.  The  — 
debt  is  a  result  of  IBRA's  takeover  of 
Bank  International  Indonesia  (BII). 
However,  11  export  credit  agencies 
that  collectively  own  another  US$960 
million  in  the  company's  debt  protested 
the  restructuring  scheme,  arguing  that 
the  deal  lacks  effective  measures  to  dis- 


courage APP  from  defaulting  again. 
They  also  considered  that  the  timetable 
set  is  too  lenient,  and  IBRA  has  been 
too  soft  in  dealing  with  APP's  owner, 
the  Sinar  Mas  Group.  In  the  process, 
the  negotiation  involved  high-level 
political  talks,  after  the  foreign  credit 
agencies  have  asked  their  governments 
to  put  pressure  on  President  Megawati 
to  intervene  in  the  process.  The  am- 
bassadors of  Canada,  Japan  and  nine 
European  countries  signed  a  letter  to 
the  President,  urging  the  government 
to  supervise  IBRA  to  ensure  a  fair,  re- 
asonable and  transparent  restructuring 
process.  The  eleven  governments 
also  warned  that  the  failure  to  do  so 
could  further  erode  foreign  investors' 
confidence  in  the  country,  and  would 
affect  any  new  lending  decision. 

New  Central  Bank  Governor 

Burhanuddin  Abdullah  was  selected 
by  the  House  of  Representative  as  the 
new  governor  or  Bank  Indonesia  to  re- 
place Sjahril  Sabirin.  Burhanuddin, 
former  BI  Deputy  Governor  and 
former  Coordinating  Economic  Min- 
ister under  Abdurrahman  Wahid's  gov- 
ernment, out-favored  other  candid- 
ates, Miranda  S.  Goeltom  and  Cyrillus 
Harinowo.  The  fact  that  the  president 
nominated  three  candidates  and  the 
House  members  made  the  choice  has 
raised  some  concerns  over  the  possible 
political  negotiations  in  the  process, 
which  may  threaten  the  independence 
of  the  Central  Bank  in  the  future. 


CRISIS,  ECONOMIC  ADJUSTMENT  AND  REFORMS 
IN  INDONESIA,  1997-2002 


Editor's  Note 


SIX  years  after  the  onset  of  the  Asian  financial  crisis,  Indonesia  has  finally 
achieved  a  semblance  of  macroeconomic  stability  in  2003.  The  Rupiah  has 
appreciated  considerably  since  last  year,  making  room  for  inflation  and  in- 
terest rates  to  decline.  These  factors  have  helped  to  ease  the  government's  task  in 
servicing  foreign  debt  and  have  enabled  barJcs  to  provide  cheaper  loans  to  the  private 
sector.  Some  return  of  capital  has  also  occurred,  providing  evidence  that  the  risk 
premium  for  Indonesia  has  decreased,  despite  laat  year's  devastating  Bali  bombings 
and  external  events  like  SARS  and  the  Iraq  War.  These  positive  developments  serve 
as  argvunents  for  those  advocating  the  end  of  Indonesia's  ties  with  the  International 
Monetary  Fund  (IMF)  by  the  end  of  2003.  Currently,  the  goverrunent  is  developing 
alternative  exit  strategies  and  the  public  mood  is  certaiiJy  very  much  in  favour  of 
leaving  the  IMF-led  economic  programme. 

This  edition  of  the  Indonesian  Quarterly  attempts  to  provide  an  informed  and 
critical  analysis  of  Indonesia's  economic  performance  during  the  past  five  years.  The 
papers  discuss  a  wide  range  of  topics,  starting  with  a  pure  macroeconomic  analysis 
of  the  Indonesian  economy,  followed  by  an  assessment  of  the  political  and  economic 
relationship  between  Indonesia  and  the  IMF.  A  more  detailed  analysis  covers  trends 
in  the  real  sector,  the  banking  system,  and  the  forestiy  sector.  A  discussion  on  the 
social  and  poverty  impacts  of  economic  adjustment  and  the  impact  of  decentralisation 
on  the  economic  recovery  process  completes  this  special  edition  of  the  Indonesian 
Quarterly. 

The  overall  tone  of  the  papers  is  certainly  cautious.  Although  recent  economic 
trends  are  certainly  encouraging,  a  closer  look  at  the  country's  economic  performance 
reveals  a  more  complex  picture  and  raises  serious  questions  about  the  sustainability 
of  future  growth.  Regardless  of  whether  Indonesia  continues  to  stay  within  an  IMF- 
led  economic  programme  or  not,  there  needs  to  be  an  awareness  among  policymakers 
that  the  best  way  to  achieve  higher  and  sustainable  growth  rates  is  to  continue  with 
the  implementation  of  economic  reforms.  Specifically,  building  credible  institutional 
and  legal  frameworks  is  of  utmost  importance  for  a  sustained  economic  recovery 
process. 

The  papers  are  drawn  from  the  CSIS  economics  department's  extensive  research 
on  the  economic  and  social  impacts  of  U\e  crisis.  We  hope  that  this  edition  of  the  kido- 
nesian  Quarterly  will  give  a  valuable  contribution  to  the  ongoing  public  debate  on  the 
future  direction  of  economic  policies. 


Bantarto  Bandoro  and  Kumya  Roesad 


Indonesia's  Economic  Crisis: 
Macroeconomic  Adjustments^ 

Tubagus  Feridhanusetyawan 


INTRODUCTION 

THE  Indonesian  economic  crisis 
has  been  going  on  for  more 
than  five  years,  with  no  clear 
signs  as  to  whether  the  economic  re- 
covery is  sustainable.  Although  recovery 
in  several  sectors  has  taken  place,  it 
is  expected  that  Indonesia  will  not  ex- 
perience growth  as  rapid  as  it  did  be- 
fore the  crisis.  Various  processes  of 
transitions  and  reforms  have  been 
taking  place  at  the  same  time  since  the 
crisis  erupted,  without  any  real  plan- 
ning and  preparation.  Indonesia  is  in 
the  journey  towards  a  more  democratic, 
competitive,  and  decentralized  country, 
but  unfortunately  the  destination  of 
the  journey  is  being  redefined,  and 
the  move  towards  the  destination  is 
expected  to  be  full  of  trial  and  error. 

The  country  is  moving  towards 
more  independence  and  freedom,  and 
various  critical  elements  of  the  society 
have  to  adapt  to  the  changing  situ- 
ations. During  this  period  of  complex 
transition,  economic  reforms  are  ex- 


pected to  be  slow,  and  economic  out- 
comes would  be  sub-optimal.  It  is  ob- 
vious that  economic  and  political  re- 
forms cannot  be  separated  because 
the  progress  of  one  would  depend 
on  the  successful  implementation  of 
the  other.  Macroeconomic  stability  is 
one  important  condition  for  smooth 
political  reforms,  while  the  sustainab- 
ility  of  macroeconomic  stabiiily  also 
depends  on  serious  economic  reforms, 
which  in  turn  requires  strong  political 
will  and  support. 

There  have  been  various  questions 
related  to  the  economic  adjustments 
during  the  crisis:  Why  Indonesia  has 
moved  away  from  the  other  Asian  cri- 
sis in  terms  of  monetary  adjustment? 


Part  of  this  paper  is  taken  from  Feri- 
dhanusetyawan, Tubagus  and  Mari  Pangestu 
(2002),  "Indonesia  in  Crisis:  A  Macroeco- 
nomic Perspective."  Working  paper,  CSIS- 
MacArthur  Foundation  Research  Project  on 
the  Economic  Crisis  and  Forestry  Sector  in 
Indonesia,  April  2002.  Valuable  research  as- 
sistance is  provided  by  Cut  Nurkemala, 
Puspa  Delima  Amri,  Imelda  Maidir,  and 
Sugeng  Purwanto. 
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Which  sectors  have  been  hurt  worse 
during  the  crisis?  Why  sharp  depreci- 
ation did  not  lead  to  surge  in  export? 
Why  has  there  been  so  much  public 
debt  after  the  crisis? 

This  paper  presents  an  illustrative 
analysis  of  the  crisis  from  a  macroecc- 
nomic  perspective,  by  focusing  on  the 
various  economic  adjustments  both 
in  the  real  and  monetary  sectors.  To 
provide  some  illustration  on  the  adjust- 
ments in  the  economy,  some  graphical 
snapshots  of  economic  adjustments 
during  the  crisis  are  presented,  both 
in  the  text,  and  mostly  in  the  Appendix. 

The  first  section  discusses  the  ad- 
justment in  the  real  sector,  especially 
the  economic  growth  both  from  the 
supply  and  the  demand  sides.  The  se- 
cond section  presents  the  monetary 
adjustments,  including  inflation,  ex- 
change rate,  and  other  issues  related 
banking  and  financial  sectors.  The 
third  section  discusses  the  balance  of 
payment  issues,  by  focusing  more  on 
the  adjustments  of  exports  and  im- 
ports. The  fourth  section  presents  the 
debt  issues  and  fiscal  sustainability, 
while  the  last  section  presents  the  pros- 
pect of  macroeconomic  stability  to  con- 
clude the  paper. 

ECONOMIC  GROWTH 

The  Indonesian  economic  growth 
numbers  for  the  past  six  years  are  a 
sign  of  just  how  badly  the  crisis  af- 
fected the  economy.  It  went  from  a 
boom  of  7%  one  year  prior  to  the  crisis, 


up  to  a  severe  contraction  by  more 
than  -13%  in  1998.  After  reaching  its 
lowest  growth  level  in  1998,  the  Indo- 
nesian economy  bottomed  out  and 
started  its  fragile  recovery  in  1999, 
with  a  positive  growth  number  of 
0.8%.  This  positive  growth  reflects 
the  natural  rebound  effects  of  the 
economy  after  experiencing  a  massive 
contraction. 

In  2000,  beyond  the  expected  growth 
prediction  of  international  agencies 
and  even  the  Indonesian  government 
themselves,  the  Indonesian  economy 
has  actually  resumed  its  growth  and 
recorded  a  4.8%  growth  level.  This 
number  was  quite  an  achievement 
considering  the  unstable  political  situ- 
ation. However,  the  relatively  strong 
performance  in  2000  was  basically 
a  rebound  effect,  fuelled  mainly  by 
exports  and  household  consumption. 
This  argument  is  proven  by  the  de- 
clining growth  figures  for  2001,  which 
went  down  to  3.3%.  It  is  recognized 
that  global  economic  slowdown  and 
the  September  11  incident  was  an  im- 
portant factor  affecting  the  decline  in 
growth.  The  latest  official  GDP  figures 
in  2002  show  that  Indonesia  economy 
grew  by  3.7%  year-on-year.  The  growth 
in  2002  was  mainly  driven  by  private 
and  public  consumption,  while  exports 
and  investments  just  started  to  grow 
after  they  decelerated  in  the  last  years. 

Sectoral  Adjustments 

The  impact  of  the  economic  crisis 
has  been  uneven  for  each  sector  of 
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the  economy.  While  in  general  all 
sectors  experienced  severe  contraction 
in  1998,  those  with  large  non-tradable 
compdnent  survived  better  than  the 
others  with  large  tradable  compon- 
ent. Severe  currency  depreciation  has 
lowered  the  price  of  non-tradable 
goods  and  services  by  more  than  25 
percent  relative  to  the  tradables,  and 
sectors  that  used  non-tradable  goods 
intensively  performed  less  worse  than 
the  others. 

The  two  worst  hit  sectors  were 
construction  and  finance.  These  two 
sectors  experienced  high  growth  from 
early  nineties  up  to  mid  1997  due 
to  financial  sector  liberalization  and 
a  pegged  exchange  rate  that  has  in- 
vited massive  capital  inflow  to  In- 
donesia. These  capitals  were  mainly 
channeled  to  these  sectors  and  have 
led  to  over  investment.  Moreover,  poor 
financial  sector  supervision  and  weak 
prudential  regulations  allowed  exces- 
sive and  group-connected  lending. 
Short-term  credits  from  the  financial 
sector  were  much  directed  toward 
financing  long-term  projects  in  con- 
struction. Many  non-performing  loans 
have  led  to  the  deterioration  of  banks' 
asset  quality  and  caused  negative  cap- 
ital adequacy  ratios.  Thus,  the  overall 
financial  sector  followed  to  collapse. 
Other  badly  hit  sectors  were  trade, 
hotel,  restaurant  and  transport,  com- 
munication sectors,  although  to  a  lesser 
extent  compared  with  the  first  two. 
Being  non-tradable  good  sectors,  they 
experienced  sharp  pain  with  the  Ru- 
piah  depreciation. 


Several  sectors  were  able  to  keep 
their  growth  level  relatively  stable 
during  crisis,  i.e.,  agriculture,  mining, 
electricity,  gas  and  water,  and  some 
manufacturing.  Agriculture  is  an  ex- 
ception as  its  growth  fluctuates  due 
to  cyclical  reasons.  The  manufacturing 
sector  experienced  a  contraction  of 
more  than  9  percent  (year-on-year)  in 
the  first  quarter  of  1999.  The  industries 
with  large  share  of  imported  input 
have  suffered  more  than  the  other  that 
have  relied  more  on  domestic  inputs. 
The  industry  that  produces  export 
commodities  tends  to  perform  better, 
even  though  the  domestic  oriented 
ones  do  not  necessarily  suffer.  Elec- 
tricity, gas,  water,  and  services  are  the 
government-managed  sectors.  These 
sectors  were  heavily  regulated  and 
most  companies  are  state  owned  enter- 
prises. This  is  tltc;  main  cause  of  their 
ability  to  survive  during  the  crisis. 

Expenditure 

The  crisis  immediately  hit  the  in- 
vestment side  of  the  economy,  while 
the  adjustments  in  the  other  sectors, 
especially  exports,  came  with  lags.  The 
collapse  in  investment  was  associated 
with  massive  capital  outflow  when 
the  Rupiah  started  to  depreciate  and 
investors  lost  their  confidence  and 
then  pulled  out  their  capital  from 
Indonesia.  Private  consumption  has 
been  relatively  stable  and  has  served 
as  the  engine  of  growth  throughout 
the  crisis,  which  means  that  people 
have  been  consuming  their  saving. 
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After  severe  contraction  in  1998,  the 
main  sources  of  GDP  growth  from  the 
demand  side  in  1999  were  household 
consumption  and  government  spend- 
ing, which  grew  by  1.48  percent  and 
0.69  percent  respectively.  Net  exports 
contributed  more  to  growth  in  1999 
compared  with  1998  while  investment 
remained  sluggish  since  confidence 
really  only  began  to  be  restored  in  the 
last  quarter  of  1999  and  there  was  a 
lag  in  realization  of  investments.  A 
considerable  amount  of  the  consumpt- 
ion, investment,  and  export  demand 
growth  in  2000  was  met  by  depletion 
of  stock  rather  than  rapid  increases  in 
production  capacity.  A  boost  in  con- 
sumption, which  contributed  to  16%  of 
GDP  growth  in  2000,  had  a  consider- 
able impact  on  growth.  But  the  major 
source  of  growth  in  2000  was  exports 
that  contributed  to  71%  of  GDP  growth 
in  2000. 

The  rapid  export  expansion  in  2000 
had  been  made  possible  by  a  very 
competitive  exchange  rate,  underutil- 
ized production  capacity,  strong  growth 
in  the  US  economy  and  significant  re- 
covery in  the  East  Asian  markets. 
Given  Indonesia's  large  exposure  to 
the  US,  Japan,  and  East  Asian  markets, 
any  slowdown  in  these  economies 
could  easily  dent  the  growth  prospect 
for  Indonesia.  In  fact,  the  slow  down 
of  the  US  economy,  which  started  in 
the  third  quarter  of  2000,  has  had  an 
impact  on  Indonesia's  export  slow  down. 

Indonesia's  economic  growth  con- 
tinued to  wane  as  the  GDP  grew  by 
3.3%  in  2001,  down  from  4.8%  in  2000. 


Deterioration  in  investment  and  export 
was  the  main  cause  of  slower  growth, 
while  consumption  expenditure  was 
the  main  life  support  for  the  economy. 
In  terms  of  expenditures,  the  economic 
slowdown  in  2001  was  largely  attribut- 
able to  a  sharp  drop  in  investment  from 
24%  in  2000  to  4%  in  2001,  and  exports 
from  26%  in  2000  to  2%  in  2001.  Mean- 
while, consumption  of  both  private 
and  government  sectors  rose  signific- 
antly, and  household  consumption 
was  again  the  main  the  source  of  growth 
in  2001. 

The  fact  that  private  consumption 
continued  to  serve  as  the  engine  of 
growth  throughout  the  crisis  is  reflected 
by  the  fact  that  the  share  of  private 
consumption  in  GDP  has  increased 
from  63  percent  in  1997  to  about  75 
percent  in  2002.  The  share  of  consumpt- 
ion in  GDP  is  expected  to  reach  its  peak 
very  soon,  so  that  the  economic  growth 
may  not  be  able  to  depend  only  on  pri- 
vate consumption  in  the  near  future. 
Indonesia  needs  to  rediscover  the  other 
sources  of  growth. 

Estimating  the  Real  Cost  of  the  Crisis 

Figure  1  presents  the  prospect  of 
long-term  growth  under  different  sce- 
narios, which  provides  some  indication 
on  how  the  economic  crisis  would  affect 
the  potential  growth  path  of  the  Indo- 
nesian economy  in  the  future.  It  also 
shows  the  opportunity  cost  of  the  crisis, 
by  comparing  the  level  of  the  esti- 
mated GDP  if  there  were  no  crisis,  and 
the  level  of  real  GDP  after  the  crisis. 
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The  first  scenario  in  Figure  1  is  a 
no-crisis  scenario  in  which  Indonesia 
is  assumed  to  have  been  following  a 
potential  growth  path  at  7  per  cent  a 
year  from  1996  to  2010.  Based  on  this 
hypothetical  no-crisis  scenario,  the  level 
of  real  GDP  is  expected  to  increase  by 
100  per  cent  or  to  double  within  10 
years  from  1996  to  2006.  In  2010,  the 
level  of  real  GDP  would  be  about  two 
and  a  half  times  higher  than  that  be- 
fore the  crisis  in  1996. 

The  second  scenario  is  a  fast  re- 
covery scenario,  or  so  called  the  'V 
scenario,  in  which  the  economy  is  as- 
sumed to  grow  by  4  per  cent  in  2000, 
5  to  6  per  cent  in  2001  to  2003,  and  then 
7  per  cent  per  year  in  2004  and  be- 
yond. By  looking  at  the  level  of  real 


GDP  in  2010,  the  figure  shows  that  the 
level  of  real  GDP  under  fast  recovery 
scenario  will  be  about  33  per  cent 
lower  than  the  level  of  real  GDP  under 
the  hypothetical  no-crisis  scenario. 
In  other  words,  the  cost  of  the  crisis 
would  be  about  33  per  cent  of  the  GDP. 

The  third  scenario  is  a  slow  re- 
covery process,  or  so-called  'wide  U' 
scenario,  in  which  the  economy  is  ex- 
pected to  grow  at  2-3  per  cent  up  to 
2003  and  then  at  4  to  5  per  cent  up  to 
2008  before  reaching  its  potential 
growth,  namely  the  average  growth 
for  the  last  three  decades,  at  6-7  per 
cent  in  2009  and  2010.  Under  this 
slow  recovery  scenario,  the  level  of 
real  GDP  prior  to  the  crisis  will  be 
achieved  in  2007.  The  level  of  real 
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Table! 


Scenario 


Hypothetical  No-crisis 
Fast  Recovery 
Slow  Recovery 
W-Pattem  Recovery 


GDP  in  2010  under  slow  recovery 
scenario  would  be  about  48  per  cent 
lower  than  the  level  of  real  GDP  with 
no-crisis  scenario. 

The  fourth  scenario  is  the  worst 
scenario,  in  which  Indonesia  is  as- 
sumed to  have  another  crisis  in  2004 
after  some  early  signs  of  recovery  in 
2002-2003.  This  is  sometimes  called  the 
'W  scenario.  Under  this  'W  scenario, 
the  level  of  real  GDP  is  expected  to  be 
flat  up  to  2010.  If  this  were  the  case,  then 
the  level  of  real  GDP  in  2010  would  be 
about  55  per  cent  lower  than  the  pot- 
ential level  of  GDP  under  no-crisis.  In 
other  words,  the  cost  of  the  crisis 
would  be  more  than  55  percent  of  the 
potential  GDP. 

Table  1  presents  the  estimate  of 
Indonesia's  per-capita  GDP  in  2010 
under  those  various  scenarios.  The 
level  of  per-capita  GDP  in  1996  was 
Rp.  2.15  million,  and  under  the  hypo- 
thetical no-crisis  scenario,  the  level  of 
per-capita  GDP  in  2010  would  be  Rp. 
4.5  million.  Under  the  fast  recovery 
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re  Percent  relative 

th  compared  with 
io      1996  GDP  percapita 

1.0  208,9 

■.6  141.2 

1.3  111.3 

1.4  94.8 


scenario,  the  level  of  GDP  in  2010  is 
expected  to  be  41  percent  higher  than 
that  in  1996.  Under  the  slow  recovery 
scenario,  the  estimated  per-capita 
GDP  would  be  Rp.  2.4  million  in  2010, 
or  about  11  percent  higher  than  the 
GDP  per-capita  in  1996.  With  W- 
pattern  scenario,  the  level  of  GDP-per- 
capita  in  1996  will  not  even  be  reached 
by  2010. 

The  most  likely  scenario  based 
on  current  developments  is  the  slow 
recovery  process  or  the  third  scenario, 
which  unfortunately  means  that 
Indonesia  will  further  lag  behind 
other  neighbouring  Asian  countries. 

MONETARY  AND  FINANCIAL 
ADJUSTMENTS 

Money  Supply  and  Interest  Rates 

At  the  beginning  of  the  crisis,  in 
the  second  half  of  1997,  monetary  base 
was  still  in  stable  condition,  money 
growth  increased  sharply  after  the 
government  closed  16  insolvent  banks 
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and  tried  to  contain  mass  panics  by 
providing  liquidity  supports  to  com- 
mercial banks.  This  was  being  done 
partly  by  printing  money.  There  were 
two  jumps  in  monetary  base  growth 
during  1998.  The  first  one  was  in  Jan- 
uary when,  in  addition  to  massire 
bank  run,  panic  buying  had  caused 
people  to  stock  up  their  supplies, 
rising  corrunodities'  prices  and  causing 
high  demand  for  money  supplies.  The 
second  one  was  in  May,  when  the 
central  bank  again  had  to  bail  out 
banks  to  prevent  bank  runs. 

As  part  of  the  economic  stabiliza- 
tion agreement  between  the  IMF  and 
the  government  of  Indonesia,  the 
central  bank  tried  to  keep  the  growth 
of  base  on  money  back  on  track,  after 
November  1998  the  growth  of  base 
money  started  to  decline  as  the  central 
bank  put  more  efforts  in  controlling 
the  money  supply.  Throughout  1999, 
the  base  money  was  in  a  stable  cond- 
ition, as  the  central  bank  tried  to  keep 
the  base  money  close  to  the  IMF  targets. 

Starting  in  the  first  half  of  2000  and 
up  to  December  2001,  the  base  money 
was  again  out  of  control.  There  are 
various  reasons  for  excessive  currency 
growth.  First,  risk  premium  remains 
high  due  to  various  uncertainties  that 
make  people  hold  more  currency  or 
cash.  Second,  the  movement  of  the  in- 
terest rate  in  2000  was  not  as  flexible 
as  that  in  1998. 

Another  reason  for  ineffective  mon- 
etary policy  was  the  dysfunctional 


banking  system,  which  had  invested 
in  SBI  rather  than  productive  lending 
activities. 

The  movement  of  the  interest  rate 
illustrates  the  monetary  adjustments 
during  the  crisis.  Starting  from  the  fin- 
ancial panic  in  late  1997,  the  interest 
rate  continued  to  increase  up  to  late 
1998.  But  the  interest  rate  increase 
was  ineffective  to  prevent  the  base 
money  from  growing  because  of  the 
liquidity  support  provided  by  the  cen- 
tral bank  in  response  to  the  financial 
panic  and  massive  bank  run.  Interest 
rate  was  raised  from  less  than  20  per- 
cent in  the  end  of  1997  to  almost  70 
percent  in  August  1998,  but  at  the  same 
time  the  base  money  grew  by  more 
than  100  percent. 

Single  digit  inflation  was  not  achi- 
eved in  2002,  and  stood  at  10.1%  (y-o-y) 
by  December  2002.  The  past  years  have 
seen  a  close  relation  between  base 
money  growth  and  inflation.  During 
festive  and  holiday  seasons,  money 
demand  usually  increases  and  money 
supply  follows  suit.  2002  was  no  ex- 
ception in  this  regard.  Base  money 
growth  on  a  year-on-year  basis  peaked 
at  15.8%  in  November  2002,  but  Avas 
brought  down  again  to  moderate  8.2% 
in  December.  The  level  of  MO  has  been 
kept  below  the  indicative  target  during 
most  of  2002,  except  in  November.  In- 
flation correlated  with  the  movement 
of  the  money  supply  and  was  at  10.5% 
in  November,  before  going  down  in 
the  following  months.  Ml  growth  also 
went  down  sharply  from  14.7%  in 
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November  to  7.9%  in  December,  while 
M2  growth  continued  its  downward 
trend  since  August  and  fell  to  4.7%  by 
end  of  2002.  However,  inflationary 
pressures  will  be  moderate  in  the 
medium  run  because  monetary  fund- 
amentals were  kept  imder  control. 

Inflation 

The  source  of  sustained  inflation 
during  the  crisis  was  the  monetary 
expansion  of  excessive  money  supply 
growth,  from  December  1997  up  to 
November  1998.  An  increase  in  mon- 
etary base  was  followed  by  inflatiori, 
and  when  the  amount  of  base  money 
declined,  consequently,  the  inflation 
rate  dropped. 

On  the  supply  side  of  the  economy, 
rising  cost  of  imported  raw  materials 
was  a  major  contribution  to  the  in- 
flation during  the  course  of  1998.  The 
rising  petroleum  prices  also  pushed 
general  prices  to  increase.  It  is  the  in- 
creasing money  supply  that  has  dom- 
inantly  created  inflation  in  Indonesia. 

Prices  for  tradable  goods  were 
higher  than  non-tradable  goods  during 
the  worst  period  of  the  crisis,  i.e.  in 
year  1998.  The  impact  of  exchange  rate 
depreciation  has  caused  imported 
components'  prices  of  clothing,  food, 
and  health  to  increase,  while  non- 
tradable  goods  prices,  of  which  some 
are  subject  to  government  controls, 
such  as  housing,  transports,  and  com- 
munication did  not  experience  this 
effect. 


In  January  1999,  inflation  rate 
dropped  as  the  monetary  situation  has 
been  put  under  control.  The  trend  of 
deflation  had  continued  since  March. 
One  major  contributor  to  the  deflation 
was  the  fact  that  the  growth  of  base 
money  had  been  very  much  under 
control  since  the  fourth  quarter  of 
1998.  Overall,  in  1999  policymakers 
successfully  controlled  inflation. 

But  in  2000,  BI's  loose  and  inef- 
fective monetary  policies  are  reflected 
in  a  rising  growth  rate  in  base  money 
(MO).  Annual  inflation  in  2000  thus 
climbed  to  9.3%  in  December,  which 
far  exceeded  Bank  Indonesia's  5-7% 
target  rate  in  the  beginning  of  the 
year.  Compared  to  a  low  2%  in  1999, 
Bank  Indonesia's  record  for  control- 
ling inflation  in  2000  must  be  surely 
regarded  as  disappointing. 

The  inflation  rate  in  2002  reached 
10.1%.  The  data  show  that  much  of 
the  increase  in  inflation  in  2002  comes 
from  the  rapid  increase  in  prices  of 
transport  and  communication,  hous- 
ing, education,  and  recreation  services. 

Credits  Activities 

Figures  on  outstanding  credit  given 
by  the  commercial  banks  show  that 
the  collapse  in  credit  came  with  the 
lag  during  the  crisis,  so  that  the  neg- 
ative credit  growth  took  place  in  1999, 
and  not  in  1998. 

The  growth  of  outstanding  credit 
declined  very  sharply  in  mid  1999 
simply  because  bad  loans  were  trans- 
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ferred  to  IBRA  as  part  of  the  banking 
re-capitalization  program.  Credit  growth 
improved  since  September  2000  and 
has  entered  positive  growth  territory 
again  in  2001.  The  growth  of  outstand- 
ing credits  reached  the  pre-crisis  level 
at  around  30  percent  in  mid  2001,  but 
the  growth  was  dominated  mainly 
by  consumer  credits.  In  2002,  overall 
credit  growth  increased  to  18.8%  (y-o-y), 
from  a  14.3%  in  2001.  The  increase 
in  credit  activities  is  dominated  by  the 
strong  growth  of  consumption  credit 
at  more  than  40%  (y-o-y)  for  the  last 
two  years. 

The  Rupiah 

The  exchange  rate  depreciated  from 
Rp.  2,400/US$  before  the  crisis  in  July 

Figure  2 


1997,  to  Rp.  15,000/US$  in  July  1998, 
and  about  Rp.  9,000/US$  in  September 

1998.  The  depreciation  of  the  exchange 
rate  was  mainly  caused  by  capital  out- 
flow in  the  beginning  of  the  crisis  in 
1997  and  the  excessive  monetary  ex- 
pansion used  to  save  the  banking 
system  from  collapse  in  1998. 

In  early  1999,  the  Rupiah  stabilized 
at  about  Rp.  7,500-8,000/US$,  the  suc- 
cessful general  election  clearly  led  to 
more  optimistic  expectations  about 
the  economy.  After  the  successful 
presidential  election,  the  movement 
of  the  Rupiah  was  less  sensitive  to  po- 
litical change,  and  depended  more  on 
the  progress  of  further  economic  re- 
form and  the  monetary  fundamentals. 
Constrained  monetary  policy  and  ex- 
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cessive  money  growth  clearly  led  to 
the  continuing  depreciation  of  the 
Rupiah  throughout  2000  and  2001. 

Figure  2  shows  that  while  political 
factors  have  played  a  great  role  in  af- 
fecting the  movement  of  the  Rupiah 
in  the  short  rxm,  the  movement  of  the 
Rupiah  in  the  longer  run  clearly  de- 
pends on  the  movement  of  monetary 
fundamentals.  Excessive  growth  of 
base  money  in  2000  and  2001,  and 
combined  with  continuing  capital  out- 
flow since  the  crisis,  led  to  linear  trend 
of  currency  depreciation. 

In  2002,  the  Rupiah  had  stabilized 
at  about  Rp.  9,000 /US$  up  to  the  Bali 
bombing  because  of  lower  inflation, 
improved  security,  lower  swap  pre- 
mium, and  higher  confidence  in  the 
economy  in  general.  The  bomb  ex- 
plosion in  Bali  and  Sulawesi  in  Octo- 
ber 2002  led  the  negative  market  re- 
actions. The  Rupiah  depreciated  to 
Rp.  9,400 /US$  immediately  after  the 
bombing.  But  heavy  intervention  by 
Bank  Indonesia  stopped  the  pressure 
and  the  Rupiah  was  then  stable  at 
about  Rp.  9,200/US$  in  less  than  a  week 
after  the  bombing. 

The  Banking  System 

Massive  debt  overhang  and  the 
slow  process  of  debt  restructuring 
throughout  the  crisis  led  to  the  de- 
terioration of  bank  balance  sheets.  From 
the  asset  side,  the  problem  includes 
the  large  amount  of  non-performing 
loans,  the  deterioration  of  asset  and 


credit  quality,  and  declining  collateral 
values.  Also,  commercial  banks  have 
also  been  hit  on  their  liability  side. 

The  high  interest  rate  environment 
in  1998  led  to  massive  debt  overhang 
and  a  credit  crunch  in  1999  and  2000. 
New  loan  and  credit  activities  basic- 
ally stopped  from  the  end  of  1998 
through  early  2000.  Part  of  the  reason 
for  the  credit  crunch  was  the  failure  to 
effectively  resolve  the  debt  overhang, 
which  in  turn  prevented  the  banking 
sector  from  providing  new  loans.  The 
interest  rate  has  declined  significantly 
since  late  1999,  but  because  the  credit 
market  has  collapsed,  banks  have 
limited  charmels  for  their  excess  liquidity. 

On  January  26,  1998  the  govern- 
ment established  the  Indonesian  Bank 
Restructuring  Agency  (IBRA)  to  assist 
the  government  in  its  banking  sector 
restructuring  and  recapitalization 
program^.  IBRA  is  engaged  in  three 
main  activities.  The  first  is  the  imple- 
mentation of  the  government  guar- 
antee program  including  the  registrat- 
ion of  bank's  liability,  premium  pay- 
ments, and  the  administering  of  claim 
verifications.  The  second  involves  the 
bank-restructuring  process,  including 
coordination  and.  monitoring  of  bank 
performance,  improving  the  value  of 
bank's  assets.  The  third  activity  in- 
volves the  coordination  and  super- 
vision of  banks  that  had  been  frozen 
or  closed,  in  order  to  complete  the 
whole  process  of  closing  banks. 


Presidential  Decree  No  27, 1998 
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Banks  were  being  recapitalized  to 
raise  their  capital  adequacy  ratio  to 
4  percent,  and  then  further  to  8  per- 
cent next  year,  through  the  issuance 
of  government  bonds,  starting  in  May 
1999.  The  government  needed  to  issue 
other  bonds  to  Bar\k  Indonesia  to  cover 
the  repayment  of  liquidity  support, 
deposit  guarantee,  and  unpaid  li- 
quidity credit  that  Bank  Indonesia, 
the  central  bank,  charmelled  to  some 
banks  prior  to  its  independence. 
From  an  accounting  point  of  view,  the 
market  share  of  private  banks  in  the 
banking  system  decreased  from  about 
50  percent  before  the  crisis  to  only 
about  15  percent  in  2000. 

The  banking  system  has  been  of- 
ficially restructured  and  recapitalized, 
but  banks  are  still  vulnerable  and 
have  not  resumed  their  intermediation 
function.  As  part  of  the  effort  of  Bank 
Indonesia  to  create  a  healthy  banking 
sector,  and  in  accordance  with  interna- 
tional standards,  banks  are  required  to 
meet  a  capital  adequacy  ratio  (CAR) 
of  8%  and  a  non-performing-loan 
(NPL)  ratio  of  no  more  than  5%  by 
the  end  of  2001.  However,  the  non-per- 
forming loan  was  still  high  at  around 
15%  by  the  end  of  2001. 

The  assets  of  many  banks  are  dom- 
inated by  government  bonds  and 
Bank  Indonesia's  SBI.  Banks  are  not 
making  money  from  lending,  but  re- 
ceiving the  interests  from  the  bonds 
and  SBI.  Government  bonds  accounted 
for  about  45  percent  of  banks  asset, 
while  SBI  accounts  for  about  11  percent 
in  2001. 


There  are  several  concerns  related 
to  banking  restructuring.  First,  the 
solvency  of  the  banking  system  is 
fragile.  The  asset  is  dominated  by 
government  bonds,  which  are  valued 
at  their  face  values  because  most  of 
them  are  not  traded. 

Second,  there  is  a  lack  off  institutio- 
nal support  to  develop  stronger  banks 
in  the  long  run. 

Third,  the  provision  of  the  blanket 
guarantee  has  created  massive  moral 
hazard  problems  and  therefore  needs 
to  be  removed  gradually. 

Finally,  the  progress  of  asset  sales 
has  been  very  slow  and  non-trans- 
parent, which  would  eventually  lead 
to  higher  cost  of  banking  restructuring 
program  overall. 

To  speed  up  the  selling  of  credit 
assets  under  its  control,  at  the  begin- 
ning of  October  2002,  IBRA  began  to 
sell  those  assets  under  their  control  in 
packaged  of  between  Rp.  1  trillion  to 
Rp.  2  trillion  per  package.  The  total 
offered  was  around  Rp.  69.4  trillion 
nominal  value.  Out  of  these  sales,  IBRA 
received  only  Rp.  13.2  trillion,  or  about 
19%  of  nominal  value  of  the  assets. 

THE  BALANCE  OF  PAYMENT 

Export  and  Import^ 

One  interesting  adjustment  during 
the  crisis  in  Indonesia  is  the  fact  that 


^Part  of  this  section  is  taken  from  Feri- 
dhanusetyawan,  Tubagus  (2001)  "Indonesia's 
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exports  and  import  adjustments  came 
with  the  lag.  In  the  end  of  1997,  while 
the  growth  of  investment  already  de- 
clined very  sharply,  the  growth  of  ex- 
ports in  terms  of  value  and  volume 
remained  positive. 

As  the  crisis  began  to  deepen  in 
Indonesia,  and  the  exchange  rate  de- 
preciated dramatically  from  Rp.  2,500 
to  an  average  of  Rp.  10,000  per  US$ 
during  1998,  the  volume  of  non  oil 
exports  still  increased  by  16  percent. 

In  1999,  both  agriculture  and  in- 
dustrial products  experienced  a  de- 
cline in  volume  and  value  growth.  The 
underlying  factors  appeared  to  be  a 
combination  of  price  and  volume  de- 
clines. Volume  declines  continued  in 
1999. 

Export  performance  continued  to 
improve  in  2002  and  reached  US$57 
billion,  a  small  increase  of  1.2%  com- 
pared to  2001. 

The  Causes  of  Export  Slowdown 

One  important  factor  causing  Indo- 
nesia's weak  performance  has  been 
the  decline  in  international  prices  it 
faces.  There  are  several  underlying 
reasons  for  the  decline  in  manufac- 
tured goods  prices  in  dollar  terms. 
First,  the  collapse  of  domestic  demand 


Trade  Policy  and  Performance:  An  Over- 
view." Working  paper  for  the  CSIS-Colum- 
bia  Research  Project  on  Economic  Institu- 
tion Building  in  a  Global  Economy.  CSIS. 
April  2001. 


at  the  onset  of  the  crisis  led  exporters 
to  shift  sales  from  domestic  to  export 
markets,  and  in  order  to  do  so  they 
had  to  offer  lower  prices.  Second, 
given  the  reliance  on  buyers  for 
markets,  exporters  were  pressured  by 
buyers  to  provide  large  price  discounts 
given  the  large  depreciation  of  the 
Rupiah. 

Another  factor  contributing  to  the 
decline  of  exports  was  the  problem  with 
trade  financing.  The  crux  of  the  prob- 
lem is  of  course  the  breakdown  of  trust- 
worthy relationship  between  the  dom- 
estic banks  and  domestic  business 
community  because  of  high  corporate 
risk,  and  between  domestic  banks  and 
foreign  bank  because  of  high  country 
risk. 

The  real  effective  exchange  rate 
also  affected  export  growth  in  the  past 
and  during  the  crisis.  Prior  to  the 
crisis  Indonesia  adopted  a  policy  of 
continuous  depreciation  of  around  5 
percent  per  annum  since  1988  to  com- 
pensate for  the  inflation  and  other  cur- 
rency changes.  During  the  crisis,  de- 
spite the  large  nominal  depreciation 
of  the  Rupiah,  the  real  effective  de- 
preciation was  much  less. 

Indonesia's  exports  continued  to 
strengthen  both  in  terms  of  volume 
and  value,  which  suggest  some  signs 
of  export  resurgence  in  2000.  How- 
ever, weakening  global  economy  and 
the  '911'  incident  led  to  rapid  decline 
in  Indonesia's  export  in  2001.  The  de- 
terioration of  exports,  which  already 
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started  in  the  third  quarter  of  2000, 
continued  well  in  2001.  The  amount  of 
total  exports  in  2001  was  US$56  billion 
or  about  90%  of  the  total  exports  in 
2000.  The  huge  decline  in  exports  in  the 
year  2001  was  driven  by  the  non-oil 
and  gas  commodities,  which  accounted 
for  about  78%  of  Indonesian  export. 
It  declined  by  10.3%.  Oil  and  gas  ex- 
ports, which  constitute  about  22%  of 
total  exports,  declined  by  9.4%.  Over- 
all export  value  declined  by  9.8%.  But 
looking  at  the  quarterly  data,  export 
in  the  last  quarter  of  2001  was  in  fact 
22.4%  lower  than  that  in  the  last  quar- 
ter of  2000. 


Capital  Account 

Indonesia  suffered  a  massive  pri- 
vate capital  outflow  in  1998,  but  the 
trend  of  capital  outflow  has  continued 
since  then.  From  1999  to  2001,  the 
net  private  outflow  has  been  about  9 
to  11  billion  a  year.  One  source  of 
the  massive  net  private  outflow  is  the 
absence  of  large  foreign  investment 
for  the  last  four  years.  Other  factors 
that  led  to  continuing  capital  outflow 
is  the  repayment  of  private  debt. 

The  year  2002  witnessed  a  declin- 
ing account  deficit.  Short-term  capital 
began  to  return  since  the  second  semes- 


Table  2 

INDONESIA:  BALANCE  OF  PAYMENTS 


1997       1998       1999  2000  2001 

I         II        III        IV  I* 


A. 

Current  Account 

(5,001) 

4,097 

5,782 

1,898 

1,355    2,242    2,503  1,578 

I.   Merchandise  Trade 

10,070 

17,919 

20,642 

6,264 

5,745    6,169    6,865  5,703 

1.  Exports,  fob 

56,297 

50,525 

51,242 

15,113 

15,738  17,829  16,728  14,799 

2.  Imports,  fob 

(46,207) 

(32,606) 

(30,600) 

(8,849) 

(9,993)  (11,662)  (9,863)  (9,096) 

II.  Services  Account,  Net 

(15,216) 

(14,101) 

(14,860) 

(4,367) 

(4,390)  (3,925)  (4,362)  (4,698) 

B. 

Capital  Account 

4,756 

(3,305) 

(4,569) 

(666) 

(1,999)  (1,550)  (2,560)  (2,928) 

I.   Official  Capital,  Net 

2,992 

9,762 

5,353 

1,285 

813       601      518  (87) 

1.  Inflows 

7,706 

13,550 

9,423 

2,402 

1,710    1,838    1,540  1,210 

2.  Debt  Repayments 

(4,714) 

(3,788) 

(4,070) 

(1,116) 

(897)  (1,237)  (1,022)  (1,297) 

II.  Private  Capital,  Net 

1,764 

(13,067) 

(9,922) 

(1,951) 

(2,812)  (2,151)  (3,078)  (2,841) 

1.  Direct  Investment 

4,677 

(356) 

(2,745) 

(1,474) 

(448)    (942)  (1,685)  (1,238) 

2.  Other 

(2,913) 

(12,651) 

(7,177) 

(477) 

(2,364)  (1,209)  (1,393)  (1,464) 

C. 

TOTAL  (A+B) 

(245) 

792 

1,213 

1,232 

(644)       692      (57)  (1,350) 

*preliminary 

Source:  Bank  Indonesia,  Indonesian  Economic  and  Financial  Statistics,  various  issues 
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ter  of  2001,  albeit  slowly.  On  the  other 
hand,  FDI,  which  is  long-term  in 
nature,  seems  to  be  persistently  flow- 
ing out  of  the  country.  In  2002,  ap- 
proved FDI  was  about  US$7.2  billion 
or  about  86%  of  the  year  2001.  This 
downward  trend  has  been  enhanced 
by  the  Bali  bombing,  indicating  further 
deteriorating  investor  confidence. 

PUBLIC  DEBT  AND  FISCAL  IS- 
SUES 

Public  Debt 

The  size  of  total  government  debt 
has  nearly  tripled  from  US$55  billion 
or  27%  of  GDP  in  1996,  to  around 
US$141  billion  or  95%  of  GDP  in  2001. 
The  economic  crisis  has  created  mas- 
sive domestic  debt,  which  did  not  exist 
prior  to  the  crisis.  In  fact,  the  bulk 
of  the  increase  in  total  government 
debt  has  been  due  to  the  issuance  of 


US$70-80  billion  in  government  bonds 
to  recapitalize  the  banking  system. 

The  fiscal  burden  of  the  govern- 
ment's massive  debt  repayments  is 
alarming.  Interest  payments  on  govern- 
ment debt  absorb  about  30%  of  govern- 
ment revenues,  compared  with  only 
10%  before  the  crisis.  Interest  payments 
on  domestic  bonds  alone  equate  to 
20%  of  revenues.  Payments  of  prin- 
cipal on  domestic  bonds  are  currently 
small  because  the  bonds  have  not 
yet  matured.  But  starting  in  2004, 
payment  of  principal  will  be  more 
than  Rp.  52  trillion  per  annum  (18% 
of  current  government  revenues),  with 
payments  peaking  around  Rp.  74  tril- 
lion in  2007  (or  26%  of  current  revenues). 

Since  the  Paris  Club  I  and  II  re- 
scheduling, external-debt  servicing  for 
the  government  decreased  from  more 
than  37%  of  domestic  revenue  in  1999 


Figure  3 


INDONESIA:  DEBT  AS  PERCENT  OF  GDP 


External  Debt:  Public  and  Private 
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to  less  than  16%  at  present.  But  ex- 
ternal debt  payments  (principal  and 
interest)  in  the  next  three  years  are 
scheduled  to  burgeon  to  more  than 
US$10  billion  in  2002,  US$9  billion  in 
2003,  and  US$8  billion  in  2004.  The 
government  has  successfully  achieved 
Paris  Club  III  rescheduling  in  2002, 
which  will  reduce  the  government 
debt  burden  by  about  US$5.4  billion 
in  2002  and  2003.  But  the  debt  burden 
in  2004  and  beyond  will  be  massive 
and  further  Paris  Club  rescheduling 
in  2004  will  be  needed. 

The  pressure  of  debt  servicing  on 
the  government  budg^  and  also  on 
the  balance  of  payments  and  the  ex- 
change rate  is  formidable.  The  debt- 
service-to-export  ratio  is  currently 
about  40%.  The  debt-service-to-export 
ratio  will  continue  to  be  high  because 
export  growth  is  not  likely  to  exceed 
burgeorung  foreign  debt  payments. 

In  order  to  reduce  government  debt 
from  around  100%  of  GDP  now  to 
around  50%  in  2010,  the  economy 
must  grow  by  at  least  6%  a  year,  and 
IBRA's  asset  sales  and  other  privat- 
ization should  net  about  Rp.  50  trillion 
a  year  for  the  next  four  years.  These 
estimates  assume  that  there  will  not 
be  any  new  domestic  debt^.  The  reality 


Pangestu,  Mari,  Tubagus  Feridhanu- 
setyawan,  and  Kurnya  Roesad  (2001)  Man- 
aging Indonesia's  Debt  Crisis.  Working  Paper, 
CSIS-the  North  South  Institute  Research  on 
Debt  Problems  in  Emerging  Market  Eco- 
nomies: The  Case  of  Indonesia,  October,  2001. 


is  that  the  domestic  banking  system 
is  still  weak  and  the  chance  of  further 
recapitalization  is  high.  Annual  growth 
is  expected  to  be  less  than  4%,  and  there 
is  no  clear  sign  that  the  growth  figures 
next  year  will  be  much  better. 

The  Sustainability  of  Debt 

One  important  condition  to  achieve 
sustainability  in  servicing  the  debt 
burden  the  long  run  is  the  declining 
debt/GDP  ratio.  The  estimate  of  debt 
stock  over  GDP  up  to  2010  vmder  dif- 
ferent scenarios  of  economic  recovery 
such  as  economic  growth,  inflation, 
and  exchange  rate  depreciation  are 
presented  below 

The  first  scenario  is  a  'rapid  growth- 
low  inflation'  scenario,  which  assumes 
that  the  economic  growth  is  incre- 
asing gradually  from  4  percent  in  2003 
to  6  percent  in  2005  and  then  to  a 
maximum  of  7.5  percent  in  2008  and 


There  are  basic  assumptions  that  are 
applied  equally  in  each  scenario:  (1)  There 
is  no  new  unanticipated  debt  and  well 
functioning  bond  market;  (2)  A  steadily 
declining  fiscal  deficit  from  about  3.7  per- 
cent of  GDP  in  2001  to  a  balanced  budget 
in  2008,  and  at  least  3  percent  primary 
fiscal  surplus  each  year  up  to  2010;  (3) 
From  the  Paris  Club,  Indonesia  is  assumed 
to  receive  US$3  billion/year  debt  re- 
scheduling up  to  2005,  and  to  seek  new  loan 
from  the  CGI  of  about  US$4.5  billion  a  year 
from  2003  up  to  2010;  (4)  The  domestic 
real  interest  rate  is  assumed  to  be  3.5  per- 
cent a  year,  and  the  interest  rate  for  foreign 
debt  is  assumed  to  be  constant  of  5%  a  year; 
and  (5)  The  total  proceeds  from  privat- 
ization and  IBRA's  asset-sales  are  projected 
to  be  Rp.  100  cumulatively  up  to  2003. 
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Figure  4 


DEBT-GDP  RATIOS  UNDER  DIFFERENT  RECOVERY  SCENARIOS 


Indonesia:  Debt-GDP  Ratio  1996-2010  (%) 
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Figure  5 


THE  COMPOSITION  OF  DEBTS  UNDER  LOW  GROWTH 
AND  LOW  INFLATION  SCENARIO 


Debt-GDP  Ratio:  Low  growth.  Low  Inflation  Scenario 
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beyond.  Monetary  variables  are  also 
assumed  to  be  stable,  with  gradual 
declining  of  inflation  from  9  percent  in 
2002  to  6  percent  in  2005  and  beyond. 
Stable  monetary  condition  also  means 
that  the  real-exchange  rate  is  assumed 
to  be  constant  in  the  same  period. 
Under  these  optimistic  assumptions, 
the  simulation  shows  that  debt/GDP 
ratio  would  decline  from  around  95 
percent  in  2001  to  around  45  percent  in 
2010. 

The  second  scenario  is  'low  growth- 
low  inflation'  which  assumes  a  slower 
and  constant  economic  growth  of 
3.5  percent  from  2003  to  2010.  But 
similar  to  the  first  scenario,  monetary 
fundamentals  are  assumed  to  be 
stable  and  following  the  similar  trend 
in  the  first  scenario  with  declining 
inflation  to  6  percent  in  2005  and  be- 
yond and  a  constant  real  exchange  rate 
depreciation.  The  simulation  under 
the  second  scenario  shows  that  the 
debt-GDP  ratio  would  decline  from 
95  percent  in  2001  to  around  53  per- 
cent of  GDP  in  2010. 

The  third  scenario  is  called  the  'low 
growth  —  moderate  inflation'  scenario. 
This  scenario  maintains  the  assumpt- 
ion of  3.5  percent  annual  economic 
growth,  but  assumes  a  higher  armual 
inflation  of  9  percent  from  2002  to  2010. 
It  is  also  assumed  that  the  currency  is 
depreciating  by  3  percent  in  real  term 
annually  from  2003  and  beyond.  Un- 
der this  scenario,  the  debt-GDP  ratio 
would  decline  to  about  58  percent  of 
GDP  in  2010. 


In  all  scenarios,  the  ratio  of  debt/ 
GDP  is  predicted  to  decline  overtime, 
which  means  that  the  government 
debt  could  actually  be  sustained.  But 
the  sustainability  of  debt  requires 
various  assumptions,  some  of  them 
are  very  strong,  and  it  remains  to  be 
seen  whether  those  strong  assumpt- 
ions could  be  met.^ 

Fiscal  Issues 

Banking  bailout  by  the  government 
has  cost  about  50  percent  of  the  GDP. 
Debt  servicing  payments  would  se- 
verely constrain  public  expenditures 
and  the  flexibility  of  overall  fiscal  and 
monetary  policy.  Table  3  presents 
the  amount  of  debt  service  payment 
by  the  government,  both  for  external 
and  domestic  debt  in  the  government 
budget.  Total  government  debt  service 
obligation  amounted  to  around  30 
percent  of  government  domestic  re- 
venue compared  with  only  10  percent 
before  the  crisis.  Interest  payment 
on  the  domestic  bond  alone  accounted 
for  20  percent  of  domestic  revenue  in 
2001.  The  principal  payment  of  the 
domestic  bond  would  increase  dramat- 
ically for  the  next  several  years,  as  the 
payment  in  2004  is  expected  at  more 
than  Rp.  52  trilhon.  The  peak  of  the 


^For  further  discussion  on  debt  sustain- 
ablitiy,  see  Feridhanusetyawanm  Tubagus 
(2002).  "Escaping  the  Debt  Trap"  in  Govern- 
ance in  Indonesia:  Challenges  Facing  the 
Megawati  Presidency  edited  by  Hadi  Soe- 
sastro,  Anthony  L.  Sniith  and  Han  Mui 
Ling,  Singapore,  ISEAS  2002. 
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Table  3 


GOVERNMENT  DEBT  SERVICE  PAYMENT  IN  GOVERNMENT  BUDGET 

(Rp.  Trillion) 


Government  Debt  Payment 

95/96 

96/97 

97/98 

98/99 

99/2000 

FY2000 

FY2001 

External 

27.4 

22.9 

29.5 

54.5 

40.9 

26.6 

40.1 

Principal 

20.5 

13.0 

12.8 

30.3 

20.3 

8.1 

17.0 

Interest 

o.y 

9.9 

16.7 

24.2 

20.6 

18.6 

23.1 

Domestic 

0.0 

0.0 

0.0 

8.4 

22.2 

34.8 

53.5 

Bond 

0 

0 

0 

0 

0 

0 

0 

Interest 

0.0 

0.0 

0.0 

8.4 

22.2 

34.8 

53.5 

Total 

27.4 

22.9 

29.5 

62.9 

63.1 

61.4 

93.5 

Interest  Payment 

95/96 

96/97 

97/98 

98/99 

99/2000 

FY2000 

FY2001 

rxa  /O  \JL  UUIILcTdLlL  rcVcIlUc 

Q  7 

V.I 

11'? 

1 

LD.O 

00  0 

00  7 

1.1, 0 

OO  1 

As  %  of  tax  revGnue 

12.7 

154 

20  5 

27  4 

34  7 

48  n 

As  %  of  exoenditure 

11.0 

12.7 

15  0 

194 

20  8 

23  8 

94  9 

As  %  of  GDP 

1.5 

1.8 

2.4 

3.1 

3.7 

5.7 

5.4 

Total  Debt  Payment  (?+V\ 

As  %  of  flnmp*?Hr  rpvpniip 

26  1 

27  3 

49  8 

33  5 

"W  7 

As  %  of  tax  rpvpniip 

50  4 

35  6 

36  1 

53  0 

51  1 

55  3 

52  n 

As  %  of  expenditure 

43.9 

29.4 

26.4 

37.4 

30.7 

27.4 

29.6 

As  %  of  GDP 

5.8 

4.1 

4.3 

6.0 

5.5 

6.5 

6.6 

Domestic 

As  %  of  domestic  revenue 

0.0 

0.0 

0.0 

5.7 

11.8 

17.9 

20.3 

As  %  GDP 

0.0 

0.0 

0.0 

0.8 

1.9 

3.7 

3.8 

External 

As  %  of  domestic  revenue 

38.6 

26.1 

27.3 

37.1 

21.7 

13.7 

15.2 

As  %  of  GDP 

5.8 

4.1 

4.3 

5.2 

3.5 

2.8 

2.8 

As  %  of  export 

23.7 

8.1 

5.9 

13.3 

7.8 

4.8 

6.4 

As  %  of  Gross  for.  Reserves 

46.7 

21.4 

12.4 

25.2 

17.4 

10.7 

14.2 

Primary  fiscal  surplus/GDP  (%) 

3.3 

3.6 

1.9 

1.1 

2.2 

2.5 

1.7 

Govt  surplus  or  deficit  (%) 

1.8 

1.8 

-0.5 

-2.0 

-1.5 

-3.2 

-3.7 

Source:  Ministry  of  Finance,  Bank  Indonesia  and  the  World  Bank 


principal  payment  will  take  place  in 
2007  at  around  Rp.  74  trillion.  External 
debt  servicing  payment  has  been  kept 
relatively  low  in  2000  and  2001  because 
of  Paris  Club  debt  rescheduling.  Ex- 
ternal debt  servicing  decreased  from 
more  than  37  percent  of  domestic  re- 
venue in  1999  to  less  than  16  percent  in 
2000  and  2001. 

Because  debt-related  expenditure 
has  increased  dramatically  since  the 


crisis,  the  government  has  been  forced 
to  reduce  the  share  of  development 
spending  and  subsidies.  As  a  result, 
the  capacity  of  the  government  to  be 
an  engine  of  growth  has  weakened 
government  expenditure  for  develop- 
ment (excluding  subsidies,  routine  ex- 
penditure, and  debt  service  payment), 
for  example,  development  expenditure 
declined  from  42  percent  of  total  ex- 
penditure in  1996/97  to  18  percent  in 
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2001.  At  the  same  time,  the  govern- 
ment interest  payment  increased  from 
12  percent  of  total  expenditure  in  1996/ 
97  to  24  percent  in  2001.  The  increase 
is  mainly  due  to  the  sharp  increase 
in  domestic  interest  payment,  from 
zero  in  1996/97  to  17  percent  of  total 
expenditure  in  2001. 

Despite  the  huge  interest  payment, 
government  expenditure  on  subsidies 
has  been  maintained  during  the  crisis. 
Because  of  budgetary  constraints,  the 
subsidies  have  been  substantially  re- 
duced leading  to  higher  fuel  prices, 
which  are  in  fact  more  aligned  with  in- 
ternational prices.  However,  the  share 
of  subsidies  in  the  goverrunent  expend- 
iture was  still  high  at  17  percent  in  2001. 

The  government  has  to  be  able  to 
make  the  difficult  decisions  to  maintain 
the  deficit  at  a  sustainable  level.  From 
the  revenue  side,  the  government  has 
to  raise  more  taxes,  and  the  major 
immediate  challenge  is  to  reform  the 
tax  and  custom  offices.  Without  cred- 
ible tax  and  custom  offices,  the  gov- 
ernment would  not  be  successful  in 
raising  domestic  fund.  The  govern- 
ment will  also  have  to  raise  revenue 
by  selling  assets  and  continue  privat- 
ization. Tlie  progress  of  the  asset  sales 
and  privatization  has  been  disappoint- 
ing. 

THE  PROSPECT  OF  MACROECO- 
NOMIC  STABILITY 

The  major  question  to  sustain  macro- 
economic  stability  in  the  post-crisis 


period  is  how  to  achieve  the  optimal 
pre-crisis  growth  for  Indonesia,  while 
at  the  same  time  maintain  low  inflation. 
But  the  economic  policy  options  for 
the  government  would  be  limited  be- 
cause massive  debt  would  reduce  the 
capacity  of  the  government  to  stimu- 
late growth. 

With  respect  to  growth,  the  major 
challenge  is  to  re-discover  the  sources 
of  growth.  Rapid  growth  in  early  1990s 
was  fueled  by  massive  investment  and 
exports,  but  household  spending  has 
been  more  resilient  throughout  the 
crisis,  and  in  the  near  future  the  coim- 
try  would  still  rely  on  consvunption.  In 
fact,  with  high  saving  rate  prior  to  the 
crisis,  and  the  growth  of  labor  force  at 
more  than  2  percent  a  year,  the  eco- 
nomy might  be  able  to  grow  by  about 
2.5  to  3  percent  based  on  private  con- 
sumption alone.  But  this  rate  of  growth 
would  not  be  enough  for  the  country 
to  grow  out  from  debt,  to  absorb  em- 
ployment, and  to  reduce  poverty  in  the 
long  run.  However,  fiscal  stimulus 
would  be  limited  because  massive  pub- 
lic debt  would  prevent  the  government 
from  spending  aggressively.  The  ob- 
jective of  fiscal  policy  for  the  next 
decade  is  to  control  budget  deficit  at 
a  sustainable  level. 

The  prospect  of  investment  dep- 
ends much  on  confidence,  which  can 
be  a  function  of  both  economic  and 
non-economic  factors.  The  prospect  of 
investment  also  depends  on  credible 
economic  reforms.  Again,  the  decision 
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on  privatization  and  asset  sales  could 
be  very  political,  so  that  political  will 
and  support  are  needed  to  speed  up 
the  process.  In  this  regard,  the  highest 
priority  for  the  government  is  to  bring 
back  confidence  by  implementing  what 
has  been  outlined  in  the  economic 
reform  agenda.  To  maintain  fiscal 
sustainability,  for  example,  the  govern- 
ment will  have  to  take  politically  dif- 
ficult actions  like  raising  taxes,  cutting 
subsidies  and  selling  assets.  Another 
key  to  bring  back  the  economy  to  the 
rapid  growth  path  is  the  resurgence  of 
exports,  which  depends  on  the  reco- 
very of  global  economy,  especially 
the  Uruted  States. 

From  the  monetary  side,  the  key 
to  achieve  low  inflation  is  an  effective 
monetary  policy  conducted  by  an  in- 
dependent central  bank.  But,  banks 
are  not  lending  but  investing  their 
excess  liquidity  in  SBI  (Bank  Indone- 
sia Certificate),  the  main  instrument 
of  open  market  operation,  which  makes 


the  monetary  operation  more  costly. 
The  biggest  challenge  in  monetary 
stability,  however,  is  to  build  a  credible 
and  independent  central  bank.  The 
central  bank  became  independent  based 
on  the  new  laws  on  Central  Bank  in 
1999,  but  the  laws  that  was  prepared 
by  the  central  bank,  did  not  provide 
explicit  system  of  check  and  balances 
on  the  central  bank.  Related  to  fin- 
ancial stability,  the  question  is  whether 
the  country  could  establish  a  credible 
financial  supervisory  authority,  which 
should  be  separated  from  the  mon- 
etary authority  of  the  central  bank. 

In  the  medium  term,  all  efforts 
should  be  focused  on  building  credible 
institutional  and  legal  frameworks 
that  would  reduce  economic  trans- 
action costs  and  minimize  risks.  The 
development  of  better  governance  pract- 
ices in  the  corporate,  financial,  and 
public  sectors  is  also  crucial  to  create 
an  efficient  and  competitive  economic 
system. 
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Appendix  1 

INDONESIA:  BALANCE  OF  PAYMENTS 


\jrUVClllXllClll  L/CL/i  L  ayUtClll 

95/96 

96/97 

97/98 

98/99 

99/2000 

FY2000 

FY2001 

Actual 

Actual 

Budget 

as  of 

as  of 

Revised 

A        a  1 

Oar 

Dar'nn 

1./CL  KnJ 

A.  State  Revenues  and  Grants 

70.9 

87.6 

108.0 

146.9 

188.4 

194.1 

263.2 

I.    Domestic  Revenues 

70.9 

87.6 

108.0 

146.9 

188.4 

194.1 

263.2 

1.  Tax  Revenues 

54,3 

64.4 

81.8 

118.8 

123.5 

111.1 

179.9 

2.  Non  Tax  Revenues 

16.6 

23.2 

26.2 

28.1 

65.0 

82.9 

83.3 

II  Grants 

0.0 

0.0 

0.0 

0.0 

0.0 

0.2 

0.0 

B.  Expendittires 

62.4 

77.9 

111.5 

168.1 

205.7 

223.9 

315.8 

I.    Central  Government 

Expenditure 

62.4 

77.9 

111.5 

168.1 

205.7 

190.0 

234.1 

a.  Routine  Expenditures 

35.2 

45.0 

75.2 

115.3 

155.0 

164.1 

190.1 

Personnel  and  Material 

18.2 

22.6 

26.3 

33.1 

42.1 

39.0 

49.7 

Transfers  to  Regions 

8.2 

9.4 

11.1 

13.1 

17.3 

0.0 

0.0 

Debt  Service 

6.9 

9.9 

16.7 

32.6 

42.9 

53.3 

76.6 

Domestic 

0.0 

0.0 

0.0 

8.4 

22.2 

34.8 

53.5 

External 

6.9 

9.9 

16.7 

24.2 

20.6 

18.6 

23.1 

Subsidies 

0.0 

1.4 

20.4 

33.9 

46.2 

59.7 

54.0 

b.  Development  Expenditures 

27.2 

32.9 

36.3 

52.8 

50.7 

25.9 

44.0 

1.  Rupiah  Financing 

18.2 

21.0 

21.9 

26.6 

28.1 

9.3 

21.7 

2.  Project  Financing  with 

lOiclgR  iUall 

Q  n 

1 1  Q 

14/1 
1%,% 

lO.D 

oo  o 

II.  Balancing  Funds  fReffion^ 

0.0 

0.0 

0.0 

0  0 

0  n 

33  9 

81  7 

Ox*/ 

Primary  balance 

15.3 

19.6 

13.2 

11.3 

25.6 

23.6 

24.0 

(%  of  GDP) 

3.3 

3.6 

1.9 

1.1 

2.2 

2.5 

1.7 

C.  Sumlus/DeHcit 

7./ 

-71  9 

-17  9 

(%)  of  GDP) 

1.8 

1.8 

-0.5 

-2.0 

-1.5 

-3  2 

-3  7 

D.  Net  Financing 

-11.5 

-1.1 

1.6 

22.4 

17.4 

29.8 

66.0 

I.    Domestic  Financing 

0.0 

0.0 

0.0 

1.6 

0.9 

18.1 

47.0 

1.  Dimestic  Bemking 

0.0 

0.0 

0.0 

0.0 

-2.0 

0.0 

0.0 

2.  Non-banking 

0.0 

0.0 

0.0 

1.6 

2.9 

18.9 

23.5 

a.  Privatization 

0.0 

0.0 

0.0 

1.6 

3.7 

0.0 

6.5 

b.  Banking  Restructuring 

asset  selling 

0.0 

0.0 

0.0 

0.0 

12.9 

18.9 

27.0 

c.  Bond  Selling 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

-10.0 

d.  Arrears  (subsidies 

- 

earned  over) 

u.u 

U.U 

0.0 

0.0 

-13.7 

31.3 

0.0 

II    Forpitm  Finanrincr  npf 

-11  5 

-1  1 
"1.1 

1  A 
l.O 

ZU.o 

10.3 

1 1 

11.0 

ly.u 

1.  Disburse  Foreim  Loan 

(bruto) 

9.0 

11.9 

14.4 

51.1 

36.8 

19.7 

36.0 

a.  Program  Loan 

0.0 

0.0 

0.0 

24.9 

0.0 

3.3 

13.7 

b.  Project  Loan 

9.0 

11.9 

14.4 

26.2 

0.0 

16.4 

22.2 

2.  Amortization 

-20.5 

-13.0 

-12.8 

-30.3 

-20.3 

-8.1 

-17.0 

Basic  assumption 

a.   Domestic  Product  (Bruto) 

470.5 

552.9 

689.1 

1053.0 

1158.2 

937.5 

1425.0 

Source:  World  Bank  Website  (95-2000)  &  BI  Internal  Data  (2001). 
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Appendix  2 


ECONOMIC  GROWTH 


INDONESIA  ECONOMIC  SNAPSHOTS 


Fig.  A1.1  GOP  Indu  by  ExprnKhn:  1M7-1M» 

{R/stquiitor,  1996=100) 
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Fig,  A1.2  GOP  kidtx  by  Expwdltur*:  2000-2001 

(Fksl  quarter,  1996=100) 
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Fig.  A1.3  GDP  Index  of  The  Badly  Hit  Secton: 
1997-1999 

MO  (First  quarter,  1996=100) 
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Fig.  A1.S  GDP  Index  of  The  Surviving  Sectors: 
1997-1999 
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Fig.  A1.7  Contribution  to  GDP  Growtii 
by  Expenditure 

1996-2001 
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IMF  and  the  Political  Economy  of 
Indonesia's  Economic  Recovery 

Hadi  Soesastro 


INTRODUCTION 

ON  8  October  1997,  about  10 
weeks  after  the  impact  of  the 
Thai  devaluation  was  begin- 
ning to  be  felt  by  Indonesia,  the  gov- 
ernment of  Indonesia  invited  the  IMF 
to  help  overcome  what  became  a  deep 
financial  and  economic  crisis  in  Indo- 
nesia. The  recovery  process  that  fol- 
lowed has  been  slow,  difficult,  and 
frustrating.  With  each  new  government, 
a  new  recovery  program  was  intro- 
duced, but  its  implementation  was 
poor  due  to  lack  of  economic  leadership 
and  administrative  capacity  as  well 
as  continuous  political  interference. 
The  involvement  of  the  IMF  has  been 
critical  to  the  setting  of  the  recovery 
and  reform  agenda,  especially  during 
the  changes  of  govenunent.  Indonesia's 
recovery  and  reform  agenda  has  been 
strengthened  through  the  IMF-supported 
program.  The  agenda  has  not  been 
without  criticism,  and  over  the  years 
modifications  have  been  made.  How- 
ever, the  IMF's  tendency  to  "micro- 
manage"  Indonesia's  IMF-supported  pro- 


grams has  added  to  the  difficulties  in 
implementing  them.  Some  lessons  have 
been  learnt.  But  the  lessons  drawn 
need  to  take  into  consideration  the 
overall  political  environment,"  which  at 
times  had  been  favorable  but  at  other 
times  had  caused  severe  obstruction. 

The  IMF  has  undertaken  an  in- 
dependent assessment  of  its  program 
in  assisting  the  crisis-hit  countries. 
At  the  time  of  writing  this  essay  that 
assessment  is  not  yet  available.  The 
assessment  may  be  focused  on  the 
conditionalities  of  the  program  and 
a  number  of  specific  advise  given  by 
the  IMF.  This  essay  examines  the 
overall  process  and  how  the  IMF  re- 
sponded to  the  evolving  political  eco- 
nomy. 

By  the  second  half  of  2002,  five 
years  after  the  IMF-supported  pro- 
gram was  introduced  with  the  sign- 
ing of  the  first  Letter  of  Intend  (LOI) 
by  the  government  of  Indonesia  in 
October  1997,  pressures  have  been 
building  up  to  terminate  the  program 
with  the  IMF  by  the  end  of  2002. 
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In  fact,  unless  the  government  extends 
the  program,  it  is  due  to  be  completed 
in  late  2003.  The  government  is  in  the 
process  of  developing  alternative 
"exit"  strategies.  Perhaps  the  key  factor 
in  deciding  on  whether  or  not  to  con- 
tinue with  an  IMF-supported  program 
for  the  remainder  of  Megawati's  pres- 
idency is  to  assess  the  effectiveness  of 
the  IMF  as  an  "ally"  of  the  govern- 
ment in  dealing  with  the  uncertainties 
in  the  global  envirorunent  and  in  over- 
coming the  various  domestic  constra- 
ints in  the  reform  process.  The  IMF  and 
an  IMF-supported  program  can  be 
seen  as  an  insurance  policy,  and  the 
premium  for  that  insurance  policy 
appears  to  have  become  affordable. 
However,  political  pressures  to  end  the 
program  are  very  strong.  In  approach- 
ing an  election  year,  political  consider- 
ations might  take  precedence  over  eco- 
nomic calculations. 

INITIAL  HANDLING  OF  THE 
CRISIS 

The  Indonesian  crisis,  which  per- 
haps could  be  dated  to  21  July  1997 
when  its  currency  fell  by  7%,  has 
been  characterized  by  the  extreme 
depreciation  of  the  rupiah.  In  the  fol- 
lowing months  the  rupiah  continued 
to  slide.  By  22  January  1998  the  currency 
fell  to  a  record  low  of  about  Rp 
17,000/$,  which  amounted  to  a  de- 
valuation of  more  than  80%  since  it 
was  floated  on  14  August  1997. 

Pressures  on  the  rupiah  began  to 
be  felt  following  the  decision  by  the 


Thai  government  to  float  the  bath  on 
2  July  1997.  On  11  July  Bank  Indonesia 
(BI),  Indonesia's  central  bank,  widened 
its  intervention  band  to  avoid  having 
to  sell  foreign  exchange  to  speculators 
in  defense  of  the  rupiah.  On  13  August 
the  upper  limit  of  the  intervention  band 
was  exceeded  despite  further  inter- 
ventions by  BI.  The  next  day,  concerned 
that  it  may  squander  its  foreign  reserves, 
BI  decided  to  let  the  rupiah  float  freely. 
The  rupiah  continued  to  weaken,  and 
BI  responded  by  tightening  liquidity 
in  its  efforts  to  keep  inflation  under 
control  and  to  stem  the  tide  of  large 
shifts  into  dollar  holdings  by  residents. 
This  policy  was  ineffective  because  the 
rupiah  continued  to  slide.  This  tight 
money  policy  was  widely  criticized, 
including  by  President  Soeharto  him- 
self. The  monetary  authorities  gave  in 
to  these  pressures  but  as  a  precaution 
BI  put  a  limit  on  forward  traiisactions 
in  the  foreign  exchange  market. 

In  mid  September  the  Finance  Min- 
ister outlined  for  the  first  time  the 
government's  program  to  overcome 
the  crisis.  It  had  five  main  objectives: 
(a)  stabilization  of  the  rupiah;  (b)  fiscal 
consolidation;  (c)  reduction  of  the 
current  account  deficit;  (d)  strengthen- 
ing.the  banking  sector;  and  (e)  streng- 
thening the  private  corporate  sector.  A 
number  of  measures  were  outlined 
to  achieve  these  objectives.  Among  the 
measures  were  cancellation  of  a  num- 
ber of  budget-financed  (large)  projects 
and  the  reduction  of  subsidies  on  fuel. 
On  the  banking  sector,  the  government 
proposed  the  mergers  of  state  banks 
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and  private  banks  and  the  liquidation 
of  insolvent  banks.  Private  companies 
were  advised  not  to  expand  their  act- 
ivities, especially  if  they  relied  on  for- 
eign funding.  The  government  also 
put  an  end  to  the  49%  foreign  owner- 
ship limit  on  Indonesian  stocks. 

Following  this  policy  armouncement 
the  currency  stabilized,  but  only  briefly. 
By  the  begiiuiing  of  October  the  rupiah 
had  already  depreciated  by  about  35%. 
Similarly,  the  Jakarta  Stock  Exchange 
index  had  fallen  by  44%.  There  were 
reports  that  private  companies  were 
having  difficulties  to  meet  their  ex- 
ternal debt  service  obligatioris.  This  led 
the  Cabinet  to  decide  on  8  October  to 
seek  assistance  from  the  International 
Monetary  Fund  (IMF).  In  his  initial 
statement  the  Finance  Minister  expla- 
ined that  the  government  would  only 
seek  technical  assistance  from  the 
IMF  to  strengthen  the  financial  system. 
The  possibility  of  some  financial  sup- 
port from  the  IMF  would  be  explored 
only  as  a  precaution.  It  was  somewhat 
obvious  that  President  Soeharto  was 
hesitant  to  draw  in  the  IMF.  However, 
during  the  process  of  exploration  with 
the  IMF  it  was  felt  that  an  IMF  stand- 
by loan,  backed  by  an  economic  pro- 
gram, was  becoming  necessary  to  re- 
store confidence. 

In  comparative  perspective,  Indo- 
nesia had  drawn  in  the  IMF  to  help 
overcome  the  crisis  at  an  earlier  stage 
than  Thailand  had  done  or  Korea  was 
to  do  a  month  later.  It  had  not  drawn 
down   its   reserves.   An  agreement 


was  reached  with  the  IMF  on  31  Oc- 
tober 1997,  in  the  form  of  a  letter  of 
intent  (LOI)  signed  by  the  Finance 
Minister  and  the  Governor  of  BI.  The 
program  to  overcome  the  crisis  and 
towards  economic  recovery,  accom- 
modating IMF's  conditionality,  wer^ 
contained  in  the  Memorandum  of  Eco- 
nomic and  Financial  Policies  (MEFP) 
that  was  attached  to  the  LOI.  The  pro- 
gram was  to  be  implemented  over  a 
three-year  period. 

The  program  was  built  around 
three  main  pillars.  First,  a  strong  ma- 
croeconomic  framework  designed  to 
achieve  an  orderly  adjustment  in  the 
external  current  account,  and  incor- 
porating substantial  fiscal  adjustment 
as  well  as  a  tight  monetary  stance. 
Second,  a  comprehensive  strategy  to 
restructure  the  financial  sector,  in- 
cluding early  closure  of  insolvent  in- 
stitutions (banks).  Third,  a  broad  range 
of  structural  measures  that  also  im- 
prove governance.  The  program  was 
clearly  aimed  at  restoring  macroeco- 
nomic  stability  and  confidence.  Sti- 
mulating or  revitalizing  the  economy 
was  not  the  essence  of  the  program. 
Indeed  it  was  only  much  later  that  the 
problem  of  corporate  debt  and  the  re- 
vitalization  of  the  economy  were  taken 
into  consideration. 

The  first  pillar  was  simply  a  con- 
tinuation of  the  policies  that  were 
already  introduced  by  the  government 
since  August.  However,  a  much  tighter 
budget  appeared  to  have  been  de- 
manded by  the  IMF.  A  budget  surplus 
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of  1%  of  GDP  was  aimed  for.  The  just- 
ification for  this  stance  was  to  support 
the  required  external  adjustment,  fin- 
ance the  costs  of  restructuring  the  fin- 
ancial sector,  and  bring  down  the  gov- 
ernment debt/GDP  ratio. 

Within  the  second  pillar,  the  fol- 
lowing day  after  the  announcement  of 
the  program  the  government  closed  a 
total  of  16  banks.  This  was  a  very  con- 
troversial  decision   and  may  have 
caused  an  irreparable  damage.  As 
there  was  no  deposit  guarantee  in  place, 
the  decision  was  a  big  shock  to  the 
public.  This  had  led  to  waves  of  severe 
bank  runs  that  forced  the  government 
to  provide  emergency  liquidity  to  save 
the  banks.  This  rescue  operations  turned 
out  to  be  very  costly  for  the  govern- 
ment, and  for  the  country.  The  media 
had  reported  that  the  IMF  realized  that 
it  had  given  the  wrong  advice.  How- 
ever, liquidation  of  banks  was  already 
in  the  government's  own  agenda.  On 
2  September  BI  had  already  issued  a 
decree  regarding  procedures  for  the 
liquidation  of  banks.  However,  nobody, 
including  banks,  appeared  to  have 
taken  notice  of  this  decree. 

The  third  pillar  was  the  structural 
reform.  In  its  design,  the  recovery 
program  included  a  strong  structural 
reform  component.  It  was  felt  that  the 
program,  whose  main  aim  was  to  re- 
store confidence,  would  not  have  cre- 
dibility if  it  did  not  have  this  third 
pillar.  The  Indonesian  side  in  the  ne- 
gotiations, supported  by  the  World 
Bank,  could  be  the  party  that  insisted 
on  including  this  component  in  the 
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program.  The  IMF  was  said  to  be  re- 
luctant to  do  so  as  it  had  no  experi- 
ence in  managing  it.  Indeed,  it  is  these 
structural  reform  measures  that  become 
the  IMF's  Achilles  heel  in  its  involve- 
ment in  Indonesia.  It  is  one  of  the 
major  causes  of  the  mishandling  of  the 
crisis,  resulting  in  the  very  deep  and 
■protracted  crisis. 

1997  - 1999:  DIFFICULT  RECOVERY 
DIFFICULT  REFORM 

Unlike  the  Thai  and  other  previous 
IMF-supported  programs,  Indonesia's 
program  has  a  strong  structural  reform 
component.  Subsequently  it  became 
an  integral  part  of  IMF's  approach, 
although  the  current  Managing  Di- 
rector, Horst  Koehler,  has  de-empha- 
sized it.  However,  in  the  Indonesian 
case,  it  cannot  be  easily  taken  out  from 
the  program  as  progress  in  imple- 
menting an  economic  recovery  pro- 
gram is  constantly  threatened  by  en- 
trenched vested  interests,  corruption 
and  poor  governance,  as  well  as  lack 
of  institutions  and  administrative  capa- 
city. 

It  should  be  noted  that  at  the  time 
of  the  Indonesian  program  any  such 
agreement  with  the  IMF  was  only 
announced  and  the  details  were  not 
made  available  to  the  public.  However, 
following  a  lot  of  criticisms  about  the 
secrecy  surrounding  the  arrangement, 
the  IMF  agreed  to  henceforth  make 
such  agreements  public.  As  stated  in 
the  (first)  MEFP,  structural  reforms 
were  aimed  at  promoting  greater  trans- 
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parency  in  policy  making  and  compet- 
ition to  support  ongoing  restructuring 
of  the  economy.  The  government  pled- 
ged to  speed  up  its  structural  reform 
program  through  further  trade  and  in- 
vestment liberalization,  and  deregu- 
lation and  privatization.  Indeed,  the 
pubUc  and  the  media  focused  their  at- 
tention mainly  on  the  structural  reform 
component  of  the  program,  and  gen- 
erally found  that  it  did  not  go  far 
enough-  Nevertheless,  it  did  help  to  re- 
store confidence,  but  this  proved  to  be 
short-lived. 

As  mentioned  before,  on  1  Novem- 
ber the  government  announced  the 
closure  of  16  banksr  Panic  broke  out, 
leading  to  large  withdrawals  by  de- 
positors even  from  banks  that  were 
generally  believed  to  be  healthy.  Public 
confidence  in  domestic  private  banks 
was  shattered,  iiierally  overnight. 
Meanwhile,  in  cooperation  with  the 
Bank  of  Tokyo  and  the  Monetary  Auth- 
ority of  Singapore,  BI  began  to  intervene 
in  the  market  to  stabilize  the  rupiah. 
The  government  also  issued  a  series  of 
policy  measures  to  implement  the  de- 
regulation component  of  the  program. 

By  the  third  week  of  November  the 
crisis  had  hit  Korea,  resulting  in  re- 
newed volatility  in  regional  currency 
markets.  The  concerted  intervention  in 
support  of  the  rupiah  was  terminated 
as  it  was  felt  that  it  could  no  longer 
be  effective  under  those  circumstances. 
In  addition.  President  Soeharto 
showed  great  reluctance  to  implement 
the  program.  The  September  decision 


to  cancel  the  implementation  of 
large  projects  was  reversed  for  15  pro- 
jects that  were  linked  to  the  Palace. 
One  of  the  16  liquidated  bar\ks,  owned 
by  Soeharto's  son,  was  allowed  to 
continue  to  operate  under  a  different 
name.  In  the  midst  of  the  crisis  Soe- 
harto gave  approval  for  the  first  pri- 
vate petroleum  refinery  plant,  costing 
$3.2  billion,  to  be  built  by  a  consortium 
that  included  his  son. 

The  various  policies  introduced 
by  the  President,  who  tried  to  reassert 
his  authority,  created  even  greater 
uncertainties.  In  early  January  1998  the 
President  presented  a  draft  budget  to 
the  Parliament  that  was  different  from 
the  one  that  was  outlined  in  the  IMF- 
supported  program.  The  market  re- 
acted negatively,  causing  the  rupiah  to 
plummet.  The  final  straw  came  when 
the  international  media  reported  the 
alleged  unhappiness  of  the  IMF  with 
the  way  Indonesia  implemented  the 
program  {Washington  Post,  8  January 
1998).  The  rupiah  hit  the  "psycho- 
logical level"  of  Rp  10,000/$  (com- 
pared to  Rp  5,000/$  at  the  end  of  De- 
cember 1997),  leading  to  an  outbreak 
of  panic  buying.  Supermarkets  were 
emptied  in  no  time.  The  IMF  team  had 
to  come  back  to  Indonesia  to  "rescue 
the  rescue  program". 

Within  a  few  days  a  new  agreement 
was  reached.  It  was  a  "strengthened" 
program  that  was  signed  by  the  Pres- 
ident himself  on  15  January  1998.  It 
came  to  the  surprise  of  many  that  Soe- 
harto was  willing  to  sign  the  agree- 
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ment  on  a  program  that  included  a 
commitment  to  bring  all  off-budget 
resources  (controlled  largely  by  Soe- 
harto  himself)  into  the  budget,  to 
again  cancel  several  infrastructure  pro- 
jects that  were  recently  reinstated,  to 
discontinue  any  government  support 
given  to  the  National  Car  Project 
(of  Soeharto's  other  son),  as  well  as  to 
discontinue  any  budgetary  or  extra- 
budgetary  support  to  the  state-owned 
aircraft  industry,  IPTN,  which  was  the 
pet  project  of  Soeharto's  favorite  min- 
ister, Habibie.  However,  the  press  in- 
terview given  by  Soeharto  following 
the  signing  of  the  agreement  did  not 
convince  the  public  that  he  was  serious 
in  implementing  the  program.  If  any- 
thing, it  became  all  the  more  clear 
that  Soeharto  had  his  own  plans, 
which  soon  became  more  apparent. 

Soeharto  established  and  chaired  a 
Council  for  Economic  and  Financial 
Stabilization  to  undermine  his  eco- 
nomic team  in  the  Cabinet.  On  22  Jan- 
uary 1998  the  rupiah  fell  to  its  historic 
low  of  $17,000/$,  following  the  nom- 
ination of  Habibie  as  a  vice  presid- 
ential candidate  by  Soeharto's  party, 
Golkar.  The  President  used  the  col- 
lapse of  the  rupiah  to  discredit  the 
IMF-supported  program.  Then  in  mid 
February,  almost  out  of  the  blue,  he 
indicated  an  interest  in  adopting  the 
concept  of  a  currency  board  system 
(CBS).  In  spite  of  the  opposition  by 
the  Governor  of  BI  to  this  idea,  on  1 
March,  in  his  accountability  speech  to 
the  People's  Consultative  Assembly 


(MPR),  President  Soeharto  proposed 
a  course  of  action  that  he  called  "IMF 
plus",  which  included  the  possible 
adoption  of  a  CBS.  In  the  second 
week  of  March,  President  Soeharto 
was  re-elected  for  a  seventh  term. 
Subsequently  the  IMF  announced  that 
it  was  postponing  the  release  of  the 
second  trance  of  its  financial  assist- 
ance because  of  serious  slippage  in  the 
implementation  of  the  program  by  the 
Indonesian  government.  The  slippage 
included:  monetary  policy  being  too 
loose;  questionable  personnel  changes 
within  BI,  failure  to  lift  the  monopoly 
of  Bulog,  the  state  logistics  agency; 
and  circumvention  of  the  agreement  to 
abolish  the  plywood  and  clove  cartels 
(under  the  control  of  a  Soeharto  crony 
and  son,  respectively).  During  the  pe- 
riod of  standoff  with  the  IMF  the  eco- 
nomy continued  to  deteriorate  rapidly. 
The  condition  was  most  serious  in  re- 
gard to  the  financial  position  of  the 
domestic  banking  system. 

A  new  Cabinet  was  announced 
on  14  March.  Its  first  big  task  was 
to  re-establish  relations  with  the  IMF. 
On  17  March  an  IMF  team  returned  to 
Indonesia.  A  supplementary  MEFP  was 
submitted  on  10  April  following  suc- 
cessful negotiations  under  the  Coor- 
dinating Minister  for  the  Economy,  Gin- 
anjar  Kartasasmita.  This  was  the  first 
MEFP  that  addressed  the  debt  prob- 
lems of  private  corporations.  But  Soe- 
harto's days  were  numbered.  Riots  be- 
gan to  break  out  and  demonstrations 
demanding  him  to  step  down  were  on 
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Table  1 


LIST  OF  INDONESIA'S  IMF  SUPPORTED  PROGRAMS 

31  October  1997  -  7  June  2002 


Date 


Agreement 


Signatory  (ies) 


IMF  Review 


Soeharto  Government 

31/10/1997  MEFP 
15/01/1998  'Strengthened'  MEFP 

10/04/1998  Supplementary  MEFP 


MoF,  Gov.  BI » 
Pres.  Soeharto 
Coord.  Minister 


Habibie  Government 

24/6/1998 
29/07/1998 
11/09/1998 
19/10/1998 
13/11/1998 
16/03/1999 
14/05/1999 
22/07/1999 


Supplementary  MEFP 
New  MEFP* 
Supplementary  MEFP 
Supplementary  MEFP 
Supplementary  MEFP 
Supplementary  MEFP 
Supplementary  MEFP 
Supplementary  MEFP 

Wahid  Government 

20/01/2000  NewMEFP* 

17/05/2000  Supplementary  MEFP 

31  / 07/2000  Supplementary  MEFP 

(New  Vvahid  Catjinet) 

07/ 1 1  /2000  Supplementary  MEFP 

Megawati  Government 


Coord. 
Coord. 
Coord. 
Coord. 
Coord. 
Coord. 
Coord. 
Coord 


Minister 
Minister 
Minister 
Minister 
Minister  ^ 
Minister  ^ 
Minister 
Minister 


MoF,  Gov.  BI, 
Coord.  Minister 

MoF,  Gov.  BI, 
Coord.  Minister 

MoF,  Gov.  BI, 
Coord.  Minister  *^ 

Gov.  BI,  Coord.  Min. ' 


completed 


completed 
completed 
completed 
completed 
completed 
completed 
completed 
suspended 


completed 
completed 

suspended 


27/08/2001 

Extended  MEFP* 

MoF,  Gov.  BI, 

13/12/2001 

Extended  MEFP* 

Coord.  Minister ' 
MoF,  Gov.  BI, 

completed 

09/04/2002 

Supplementary  MEFP 

Coord.  Miruster ' 
MoF,  Gov.  BI, 

completed 

11/06/2002 

Supplementary  MEFP 

Coord.  Minister ' 
MoF,  Gov.  BI, 

completed 

20/11/2002 

Supplementary  MEFP 

Coord.  Minister ' 
MoF,  Gov.  BI, 

completed 

18/03/2003 

Supplementary  MEFP 

Coord.  Minister ' 
MoF,  Gov.  BI, 
Coord.  Minister ' 

completed 

^  ^w..v^^iimigement;  1  mra  Arrangement;  '  based 
'  Mari'e  Muhammad  and  Soedradjad  Djiwahdono 

Ginandjar  Kartasasmita 
^Bambang  Soedibjo,  Sjahril  Sabirin,  Kwik  Kian  Gie 

Bambang  Soedibjo,  Anwar  Nasution,  Kwik  Kian  Gie 
*  Rizal  Ramli,  Anwar  Nasution 
'  Boediono,  Sjahril  Sabirin,  Dorodjatun  Kuntjoro-Jakti 
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the  rise.  The  announcement  on  4  May 
of  a  71%  increase  in  fuel  prices  and  a 
20%  increase  in  electricity  prices  pro- 
voked an  escalation  of  social  unrest.  It 
culminated  in  a  two-days  rioting  that 
left  Jakarta  devastated.  As  efforts  to 
shore  up  his  power  were  unsuccessful. 
President  Soeharto  stepped  down  on 
21  May.  He  handed  his  power  over  to 
his  Vice  President,  Habibie. 

On  the  next  day  Habibie  announced 
his  Cabinet.  Ginandjar  Kartasasmita 
was  retained  as  Coordinating  Minister 
for  the  Economy.  On  29  July  1998 
under  Ginandjar's  leadership  a  new 
IMF-supported  program  was  drafted. 
In  comparison  to  the  old  program,  it 
contained  a  strategy  for  corporate  re- 
structuring and  a  more  elaborate  bank 
restructuring  program. 

For  the  next  one  year,  six  success- 
ful reviews  of  the  program  took  place 
(see  Table  1).  But  the  Habibie  govern- 
ment was  entangled  in  a  serious  scan- 
dal of  political  financing  (the  Bank  Bali 
scandal)  to  help  win  his  election  as 
president.  The  scandal  perhaps  in- 
volved Habibie  himself,  a  number  of 
his  ministers,  the  GOLKAR  party,  and 
allegedly  also  the  Governor  of  BI.  The 
Governor  of  BI  was  taken  to  court, 
sentenced,  but  following  an  appeal 
he  was  later  acquitted.  Some  ministers 
have  been  sentenced,  but  others  have 
not  been  investigated  at  all.  The  gov- 
ernment refusal  to  publicize  the  audit 
on  Bank  Bali  by  Pricewaterhouse 
Coopers,  as  demanded  by  the  IMF 
led  to  a  second  standoff  with  the  IMF, 


resulting  in  a  suspension  of  the  pro- 
gram in  September  1999. 

At  the  General  Session  of  the  Peo- 
ple's Consultative  Assembly  in  Oc- 
tober 1999,  Habibie's  "accountability 
report"  was  rejected  by  355  votes  to  322. 
He  decided  to  withdraw  from  the 
presidential  race.  Although  Megawati 
came  out  as  the  "wirmer"  in  general 
elections  in  June,  because  her  party, 
PDI-P,  won  the  largest  votes,  she  lost 
against  Abdurrahman  Wahid,  who 
joined  the  presidential  race  at  the 
eleventh  hour.  There  was  the  hope 
that  under  the  newly  elected  president 
Indonesia  will  be  on  its  way  towards 
sustained  recovery. 

Since  2000:  Slow  Recovery  without 
Refonns 

After  the  election  of  Abdurrach- 
man  Wahid  as  President,  a  brief 
honeymoon  period  under  a  more  de- 
mocratic system  followed.  It  basically 
ended  with  the  announcement  of 
the  National  Unity  Cabinet.  Wahid's 
cabinet  was  a  great  disappointment  to 
many.  Firstly,  it  did  not  reflect  the  spirit 
of  "reformasi"  (reform)  because  it  was 
not  free  from  individuals  that  were 
associated  with  the  status  quo  forces. 
Secondly,  it  was  regarded  as  a  "po- 
litical" cabinet  rather  than  a  cabinet 
that  can  deliver  the  reforms  because 
it  incorporated  all  major  political 
parties  with  diverse  interests  and 
agendas.  Thirdly,  the  capabiUty  of  the 
economic  team  was  highly  questioned 
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as  it  consisted  of  politicians  from  dif- 
ferent parties  (and  some  military  of- 
ficers) with  no  technocratic  background. 

Abdurrahman  Wahid,  known  as 
Gus  Dur,  was  fully  aware  of  these 
shortcomings.  He  had  consciously  made 
a  political  "trade  off"  between  effective 
government  on  the  one  hartd  and  na- 
tional unity  and  reconciliation  ,on  the 
oth^r  hand.  Gus  Dur  was  'of  the  view, 
even  before  assuming  the  Presidency, 
that  national  unity  and  reconciliation 
should  be  given  highest  priority.  He 
was  deeply  concerned  with  the  po- 
litical polarization  in  the  country.  This 
had  motivated  him  to  rur\,  for  the 
Presidency  himself  ifPorder  tdvprevent 
a  deepening  rift  within  the  natiidin  be- 
tween the  nationalists,  represented 
by  Megawati,  and  the  Muslims  that 
are  organized  into  different  groups  and  \ 
factions  that  initially  rallied  behind 
Habibie. 

The  economic  situation  of  the  coim- 
try  remained  dire.  The  President,  how- 
ever, was  least  interested  in  the  eco- 
nomy. There  was  the  hope  that  he 
would  grow  in  his  job  and  would  be- 
gin to  attend  to  the  economic  problems 
of  the  coimtry.  When  installing  the  Na- 
tional Economic  Council  {Dewan  Eko- 
nomi  Nasional)  at  the  beginning  of  De- 
cember 1999,  President  Wahid  stated 
that  the  Council's  main  task  was  to  ad- 
vice him  on  economic  matters,  specific- 
ally to  provide  him  with  a  "second 
opinion".  He  further  stated  that  this 
was  deemed  necessary  because  his 
cabinet  was  the  result  of  "horse  trad- 


ing" with  various  political  parties.  Gus 
Dur  did  not  personally  know  a  num- 
ber of  the  candidates  for  his  cabinet 
but  accepted  them  under  the  guar- 
antee given  by  leaders  of  the  political 
parties  that  he  consulted  with.  It  was 
clear  from  the  outset  that  those  min- 
isters would  have  difficulties  working 
together  unless  the^e  ,was  strong  leader- 
ship from  the  Presideint  himself  or  from 

the  coordinating  ministers. 

/ 

Soon  the  media  was  full  of  reports 
about  the  lack  of  cooperation  and  co- 
ordination among  members  of  the  eco- 
nomic team.  The  media  exposed  the 
struggle  between  the  ministers  as  a 
struggle  between  personalities  or  po- 
litical camps.  However,  observers  be- 
lieved that  the  struggle  was  in  fact  for 
the  control  over  financial  resources  by 
competing  political  parties.  Gus  Dur 
was  given  100  days  by  opinion  leaders 
to  prove  that  his  "political"  cabinet 
could  deliver.  Initially  it  was  widely 
believed  that  this  kind  of  pressure 
would  have  no  constitutional  impli- 
cations. He  was  legitimately  elected 
by  the  People's  Consultative  Assem- 
bly (MPR),  and  constitutionally  only 
the  MPR  can  unseat  him.  However,  as 
a  reaction  to  the  Soeharto's  previous 
authoritarian  rule,  the  MPR  session 
was  to  meet  every  year  instead  of  every 
five  years,  and  the  MPR  could  ask 
for  an  annual  accountability  report 
by  the  President.  The  first  armual  ses- 
sion was  scheduled  for  August  2000. 
There  was,  thus,  an  implicit  "threat"  of 
the  possibility  of  a  constitutionally 
legitimate  change  of  government  be- 
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fore  the  end  of  the  term  of  the  pres- 
ident. There  was  the  hope  that  this 
could  provide  an  incentive  for  the 
Wahid  Administration  to  shape  up. 

After  returning  from  his  trip  to 
Europe,  Gus  Dur  decided  to  take  charge 
of  the  economy  himself.  However,  de- 
spite the  assistance  given  by  his  two 
economic  councils,  the  National  Eco- 
nomic Council  (or  DEN)  and  the  Na- 
tional Council  for  Business  Develop- 
ment (or  DPUN),  the  President  failed 
to  exercise  economic  leadership.  With  a 
weak  economic  team  in  the  cabinet,  it 
was  the  executing  agencies  that  held 
the  key  to  the  successful  implementation 
of  policies  to  revive  the  economy.  In 
resolving  the  crisis,  the  previous  gov- 
ernment had  established  new  insti- 
tutions, which  included  the  Indonesian 
Banking  Restructuring  Agency  (IBRA), 
the  Indonesian  Debt  Restructuring 
Agency  (INDRA),  and  the  Jakarta  Initi- 
ative Task  Fore  (JITF).  Together  with 
Bank  Indonesia,  the  Ministry  of  Finance, 
the  State  Minister  for  Investment  and 
State  Enterprises,  all  those  "crisis  in- 
stitutions" were  to  be  involved  in  the 
gigantic  task  of  credit  restructuring, 
which  was  one  of  the  most  important 
tasks  towards  the  recovery  of  economic 
activities.  Coordination  amongst  these 
institutions  and  agencies  was  at  best 
very  weak  and  of  an  ad-hoc  nature. 

Since  the  Habibie  Administration 
there  were  a  lot  of  political  intervent- 
ions towards  those  "crisis"  institut- 
ions, IBRA  in  particular,  as  these  in- 
stitutions constituted  potential  sources 


of  financial  resources,  waiting  to  be 
mobilized  for  political  funding.  The 
Bank  Bali  scandal  was  a  clear  case  in 
point.  There  was  also  intervention  to- 
wards state  banks  to  conceal  huge 
non-performing  loans  of  politically 
connected  companies.  In  the  very  first 
few  days  of  the  Wahid  Administration 
there  were  already  attempts  by  certain 
political  groups  to  gain  control  over 
IBRA,  the  institutions  that  is  in  control 
of  a  lot  of  "nationalized"  assets.  To 
prevent  this  from  happening,  the  streng- 
thening of  IBRA  was  stipulated  in  the 
new  three-year  IMF-supported  pro- 
gram, agreed  upon  on  21  January  2000. 

The  new  program  canceled  the  29 
July  1998  program  and  would  extent 
to  December  2002.  As  will  be  elabor- 
ated upon  later,  this  new  program  in- 
corporated a  medium-term  agenda  with 
four  components,  namely  a  medium- 
term  macroeconomic  framework,  re- 
structuring policies,  rebuilding  eco- 
nomic  institutions,   and  improving 
natural  resource  management.  The  me- 
dium-term macroeconomic  framework 
was  to  outline  the  recovery  while  main- 
taining price  stability.  The  targets  were 
set  for  a  5  to  6  percent  growth  over 
the  medium  term  with  inflation  below 
5  percent.  Other  targets  included  gross 
international  reserves  at  about  six 
months  of  imports,  and  a  gradual  re- 
duction of  public  debt  to  GDP  from 
more  than  100%  in  2000  to  65%  by  the 
year  2004.  The  new  government  was 
reluctant  to  adopt  even  a  slightly  ex- 
pansionary fiscal  policy.  This  stance 
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was  taken  to  limit  foreign  borrowing 
(including  development  assistance). 

Implementation  of  the  new  IMF- 
supported  program  was  extremely 
slow.  In  April  Gus  Dur  reshuffled  the 
Cabinet.  The  public  responded  negat- 
ively to  this  decision,  suspecting  that 
the  new  ministers  were  to  become  Gus 
Dur's  instruments  in  his  drive  to  mob- 
ilize financial  resources  for  political 
purposes.  In  addition,  it  also  became 
apparent  that  the  Wahid  government 
was  not  serious  in  dealing  with  the 
KKN  {korupsi,  kolusi,  nepotisme  or  cor- 
ruption, collusion,  and  nepotism)  issues. 
In  fact,  it  was  itself  already  entangled 
in  such  issues.  By  June  2000,  there 
were  three  cases  of  KKN  that  had  links 
with  the  President.  One  of  this  was 
the  Bulog  scandal  (Bulog-gate),  which 
eventually  led  to  his  removal  from  office. 

IMF  loan  disbursements  were  de- 
layed because  of  the  above  as  well  as 
the  poor  implementation  of  the  new 
program  by  the  economic  team,  which 
was  inherently  opposed  to  an  involve- 
ment by  the  IMF.  Hov/ever,  public 
pressures  began  to  mount  for  the  gov- 
ernment to  be  serious  about  its  re- 
covery and  reform  program.  In  May 
and  again  in  July,  the  government  is- 
sued a  supplementary  program.  The 
August  session  of  the  MPR  began  with 
the  possibility  that  some  of  its  mem- 
bers would  mount  a  serious  effort  to 
impeach  the  President.  His  "progress 
report"  was  poorly  received.  In  response 
to  the  criticism  the  President  agreed 
to  delegate  much  of  the  authority  for 


day-to-day  administration  to  the  vice 
president,  Megawati.  On  29August  he 
also  streamlined  his  Cabinet  and  in- 
stalled a  new  economic  team,  headed 
by  Rizal  Ramli,  who  was  openly  critical 
of  the  IMF. 

Nevertheless  on  7  September  the 
new  economic  team  issued  a  new  Let- 
ter of  Intent  and  a  supplementary 
MEFP  which  was  to  become  the  basis 
for  further  IMF  support.  The  document 
incorporated  a  10  Point  Economic  Re- 
covery Program,  drafted  by  the  new 
Coordinating  Minister  himself.  This 
was  to  show  Indonesia's  "ownership" 
of  the  program,  which  until  then  was 
largely  prepared  and  drafted  by  the 
IMF  team.  This  10  Point  Program  con- 
sisted of  the  following: 

•  Maintain  macroeconomic  stability 
with  the  support  of  IMF/World 
Baitk/ADB. 

•  Reduce  unemployment  by  creating 
jobs  in  all  regioris. 

•  Improve  agricultural  productivity 
and  farmer  welfare. 

•  Increase  non-oil  export  revenues, 
particularly  in  manufacturing  and 
agro-industry. 

•  Promote  domestic  and  foreign  equity 
investment. 

•  Expedite  banking  and  corporate  re- 
structuring. 

•  Accelerate  privatization  of  state- 
owned  enterprises. 

•  Initiate  comprehensive  small  and 
medium  scale  enterprises  (SME)  de- 
velopment program. 
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•  Ensure  sustainable  development  of 
natural  resources. 

•  Implement  economic  decentraliza- 
tion through  an  orderly  and  phased 
transition. 

Many  of  the  points  in  this  new  pro- 
gram were  never  translated  into  plans 
of  action.  In  November  the  government 
and  the  IMF  met  to  discuss  the  (third) 
review  of  the  program,  which  was  the 
first  review  under  the  new  economic 
team.  Implementation  of  the  program 
was  deemed  to  be  too  slow.  Ramli 
complained  that  the  IMF  was  pressing 
too  hard.  He  argued  that  it  was  diffi- 
cult to  implement  every  reform,  while 
the  country  was  going  through  a  com- 
plex transition  to  democracy.  In  De- 
cember the  IMF  suspended  the  further 
disbursement  of  its  funds.  In  February 
2001  Rizal  Ramli  went  to  Washington, 
DC  for  talks  with  the  IMF.  The  meet- 
ing failed  to  break  the  deadlock.  Rat- 
her surprisingly,  on  23  February  the 
World  Bank  announced  that  it  was 
sharply  reducing  its  assistance  to  Indo- 
nesia under  the  new  program.  Restor- 
ation of  higher  funding  levels  was 
made  conditional  upon  economic  re- 
forms and  improved  governance. 

The  suspension  was  a  major  blow 
to  Indonesia's  foreign  credibility.  How- 
ever, as  stated  by  Dick  (2001),  it  "served 
the  government's  political  agenda  by 
showing  the  government  as  standing 
up  to  foreign  pressures."  Although  the 
IMF  had  become  as  much  hostage  to 
the  government  as  vice-versa,  it  did 
not  give  in.  Yet,  in  securing  its  ob- 


jectives, the  IMF  was  drawn  more 
closely  into  the  political  process.  In 
a  sense,  the  IMF  was  the  remaining 
voice  for  policy  discipline.  Dick  (2001) 
argued  that  it  remained  an  open  ques- 
tion whether  continuing  IMF  tutelage 
is  a  good  or  a  bad  thing.  There  is  a 
kind  of  "moral  hazard"  in  the  nature 
of  the  support  program.  It  "creates 
perverse  incentives  for  the  government 
to  act  irresponsibly  in  public,  while 
making  excuses  and  apparent  con- 
cessions in  private."  It  is  not  unusual 
that  the  government  would  evade  re- 
sponsibility by  portraying  the  IMF  as 
imposing  harsh  or  unrealistic  discipline. 

In  April  the  IMF  sent  another  high- 
level-mission  to  Jakarta  to  get  the  re- 
lationship moving.  But  this  mission 
slipped  quietly  out  of  Jakarta.  The  IMF 
insisted  that  the  government  revised 
the  state  budget  because  of  the  danger 
that  the  budget  deficit  would  be  blown 
out  by  the  growing  economic  and  po- 
litical instability  to  a  level  of  6%  of 
GDP.  Relations  between  the  President 
and  the  Parliament  had  become  very 
tense.  The  President  was  not  willing 
to  respond  to  the  two  Memoranda  from 
the  Parliament  in  relation  to  his  in- 
volvement in  the  so-called  Bulog-gate. 
In  his  effort  to  deflect  his  critics,  the 
President  made  a  plan  to  hand  over 
"constitutional  duties"  to  the  vice  pres- 
ident. However,  Megawati  rejected  the 
plan.  On  30  May  the  Parliament  called 
for  a  special  session  of  the  MPR.  That 
was  the  beginning  of  Gus  Dur's  down- 
fall. 
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A  special  session  of  the  MPR  was 
initially  scheduled  for  1  August.  Pres- 
ident Wahid  made  it  known  that  he 
would  not  attend  the  session  because 
he  regarded  it  as  unconstitutional. 
On  22  July  he  wrote  a  letter  to  the 
MPR  board  stating  the  above.  In  re- 
sponse to  this,  the  special  session 
v/as  brought  forward  to  23  July.  In 
the  evening  of  22  July  the  President 
declared  a  state  of  emergency,  which 
allov/ed  him  to  dissolve  the  Parhament, 
and  with  that  the  MPR  would  no 
longer  exist.  The  decree  was  ignored 
by  the  MPR,  and  on  23  July  a  Supreme 
Court  decision  stated  that  the  decree 
had  no  constitutional  basis.  There  was 
littie  support  left  for  President  Wahid. 
He  was  dismissed  by  the  MPR  for  re- 
fusing to  make  himself  accoimtable  and 
for  issuing  the  decree.  The  MPR 
elected  Megawati  as  Indonesia's  fifth 
President,  the  third  in  just  40  months 
after  the  fall  of  Soeharto  in  May  1998. 

It  took  Megawati  about  three  weeks 
to  form  her  Cabinet.  There  was  a  lot 
of  praise  for  the  economic  team  in  the 
Cabinet.  Indeed,  they  moved  swiftly  to 
mend  relations  with  the  IMF.  On  27 
August  the  government  produced  a 
MEFP,  which  was  built  upon  the  MEFP 
of  20  January  2000  (the  3rd  Program) 
as  the  basis  for  renewed  IMF  support. 
This  led  to  the  disbursement  of  a  $400 
million  loan.  Another  "extended  MEFP" 
was  issued  on  13  December,  with  a  re- 
quest to  the  IMF  to  extend  the  pro- 
gram to  December  2003.  Two  supple- 
mentary MEFPs  were  issued  in  April 
and  June  2002.  A  review  that  was 


to  be  completed  before  the  end  of 
September  2002  could  not  be  con- 
cluded. It  showed  the  limited  capacity 
of  the  government  to  implement  the 
program.  Is  this  mainly  because  of  the 
nature  of  the  program  or  because  of 
the  weak  economic  and  overall  leader- 
ship of  the  coimtry?  Meanwhile  there 
were  increased  calls  for  the  govern- 
ment to  terminate  the  program  with 
the  IMF  when  it  ends  in  December  2003. 

Megawati  has  passed  her  first  year 
in  office  albeit  not  with  flying  colors. 
The  media  and  public  opinion  have 
been  rather  harsh  in  evaluating  the 
performance  of  her  government  in  its 
first  year.  The  general  view  is  that  the 
government  has  failed  to  implement 
the  necessary  reforms.  This  is  parti- 
cularly the  case  with  legal  reform.  Po- 
litical reform  and  economic  reform 
have  been  slow.  The  economic  reco- 
very program  was  kept  on  track 
largely  through  the  IMF-supported 
program.  Yet,  the  ability  of  the  IMF 
to  act  as  the  "police"  in  maintaining 
policy  discipline  may  be  waning,  per- 
haps more  rapidly  than  generally 
anticipated.  However,  no  other  institu- 
tion within  the  country  appears  cap- 
able of  substituting  the  IMF  for  this  role. 

A  CONCLUDING  NOTE 

The  Megawati  government  has 
made  some  headway  in  the  political 
field.  Some  of  the  achievements  are 
the  constitutional  amendment  towards 
democratic  consolidation,  the  impris- 
onment of  Tommy  Soeharto,  the  senten- 
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cing  of  a  military  officer  for  human 
rights  abuses  in  East  Timor,  the  Ma- 
lino  peace  agreements  to  end  the  fight- 
ing in  Maluku,  and  the  peace  accord 
with  the  Free  Aceh  Movement.  The  gov- 
ernment has  also  made  significant  pro- 
gress in  uncovering  the  terrorist  net- 
work responsible  for  the  Bali  bombings. 

In  the  economic  field  it  has  main- 
tained macroeconomic  stability.  In  fact, 
the  rupiah  was  regarded  as  the  best 
performing  East  Asian  currency,  ap- 
preciating by  about  17  percent  in  2002. 
The  Jakarta  Composite  Index  also  per- 
formed better  than  other  indices  and 
was  up  over  8  percent  last  year.  How- 
ever, the  increasing  macroeconomic 
stability  in  2002  did  not  translate  into 
higher  growth.  In  2002  the  economy 
grew  by  3.6  percent.  The  target  growth 
rate  of  4  percent  was  not  achieved. 

The  government  has  again  set  a 
4  percent  growth  target  for  2003,  a 
downward  revision  of  the  initial  5 
percent  target  due  to  the  Bali  incident. 
Apart  from  developments  in  the  global 
economy  and  the  uncertain  impacts 
of  the  war  in  Iraq,  there  are  a  number 
of  factors  that  could  have  a  maj6r 
influence  on  Indonesia's  economic  de- 
velopments. One  factor  is  the  likeli- 
hood that  2003  will  be  the  last  year 
that  Indonesia's  recovery  program 
will  be  conducted  under  the  auspices 
of  the  IMF.  It  appears  that  the  Bali 
bombing  did  not  create  a  great  sense 
of  urgency  for  the  country  to  step  up 
on  its  reforms  in  order  to  help  stimu- 
late the  low-growth  economy.  Would 


the  prospect  of  ending  the  IMF-sup- 
ported program  lead  the  government 
to  do  as  much  as  possible  during  2003? 

The  drive  for  reform  will  have  to 
come  from  within  the  government 
itself.  This  time  around  it  should  do 
so  while  it  could  still  put  the  "blame" 
on  the  IMF.  It  is  not  immediately 
clear,  however,  whether  there  is  suf- 
ficient capacity  within  the  govern- 
ment to  implement  the  reforms.  It  is 
equally  not  certain  whether  the  ne- 
cessary political  insulation  will  be  ac- 
corded to  the  economic  team  by  the 
political  leadership  so  that  it  can  fol- 
low through  on  the  reform  programs. 
The  Minister  in  charge  of  privatization 
has  reiterated  that  despite  the  great 
opposition  to  privatization,  the  govern- 
ment will  go  ahead  with  its  plans  to 
do  so.  It  remains  to  be  seen  in  how 
far  this  can  be  realized. 

In  formulating  an  exit  strategy, 
the  government  is  faced  with  three 
options.  The  first  is  to  end  the  program 
with  no  further  arrangements  whats- 
oever with  the  IMF  except  for  being  a 
member.  The  government  will  have  to 
pay  back  all  the  loans  above  its  IMF 
quota.  This  would  amount  to  US$9.2 
billion.  There  will  be  no  further  bal- 
ance-of-payments  (BOP)  support  from 
the  IMF  and  Indonesia  could  not  re- 
sort to  the  Paris  Club  for  some  debt 
rescheduling.  The  second  option  is  to 
enter  a  so-called  Precautionary  Ar- 
rangement. Under  this  arrangement 
there  will  still  be  a  program  with  the 
IMF,  and  BOP  support  can  be  drawn 
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if  necessary.  However,  there  can  be 
no  recourse  to  the  Paris  Club.  This,  in 
fact,  is  an  inferior  arrangement  than 
staying  within  the  Extended  Fund  Fa- 
cility, namely  the  current  IMF-sup- 
ported program.  The  third  option  is 
to  engage  the  IMF  in  a  Post-program 
monitoring.  There  will  be  no  program 
(LOI),  but  also  no  BOP  support,  and 
there  can  be  no  resort  to  the  Paris  Club. 
The  loans  to  the  IMF  can  be  paid  back 
within  a  period  of  7  years.  As  a  con- 
sequence, the  IMF  will  continue  to 
monitor  Indonesia's  economic  policy 
and  performance.  However,  its  in- 
fluence will  be  very  limited. 

It  will  not  be  too-difficult  to  say 
good-bye  to  the  IMF.  However,  the 
exit  strategy  must  include  a  guarantee 
that  the  reform  program  will  be  fol- 
lowed through.  This  is  the  more  dif- 
ficult proposition. 
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Real  Sector  in  Indonesia: 
Crisis-Related  and  Longer-Term  Issues 

Haryo  Aswicahyono  and  Imelda  Maidir 


INTRODUCTION 

FIVE  years  after  having  suffered 
from  an  unprecedented  eco- 
nomic turbulence,  Indonesia  has 
finally  achieved  macroeconomic  stab- 
ility. Over  the  last  6  months,  inflation 
and  interest  rates  have  continued  to 
fall.  Fiscal  consolidation,  bank,  and 
corporate  sector  restructuring,  is  con- 
tinuing, while  capital  outflow  has 
turned  into  an  inflow. 

However,  there  is  little  evidence  that 
increasing  macroeconomic  stability 
and  reduced  vulnerability  is  translating 
into  higher  growth.  Indonesia's  eco- 
nomic growth  rate  in  2002  is  the  lowest 
among  that  of  the  five  crisis-affected 
countries.^ 

The  next  challenge  for  Indonesia 
after  achieving  macroeconomic  stab- 
ility is,  therefore,  to  move  to  a  higher 
and  sustainable  growth  path.  This 


Indonesia,  Malaysia,  Philippines,  Thai- 
land, and  Republic  of  Korea. 


paper  aims  at  analyzing  the  source 
of  Indonesia's  economic  growth  during 
the  recovery  period  1998-2002.  By 
analyzing  Indonesia's  source  of  eco- 
nomic growth  and  putting  it  into  a  re- 
gional perspective,  we  hope  to  find  the 
weaknesses  that  has  lead  to  Indonesia's 
poor  economic  growth  performance. 

INDONESIA'S  ECONOMIC  GROWTH: 
A  COMPARATIVE  ASSESSMENT 

Indonesia  has  performed  poorly 
compared  to  other  crisis-affected  coun- 
tries (Figure  1).  Its  growth  rate  is  still 
below  other  crisis  affected  countries 
and  Indonesia  is  the  only  country  that 
has  not  reached  pre-crisis  GDP  levels. 
GDP  in  Rupiah  terms  in  2002  is  still 
around  2  percent  below  that  of  1997. 
In  contrast,  Korea's  GDP  is  24  percent 
above  that  of  1997,  followed  by  the 
Philippines  (16  percent),  Malaysia  (11 
percent),  and  Thailand  (5  percent). 

Private  consumption  played  a  key 
role  in  the  recovery  of  all  countries, 
with  Korea  and  Philippines  consumpt- 


REAL  SECTOR  IN  INDONESIA 


181 


Figure  1 

COMPARISON  OF  GDP  BY  EXPENDITURES,  SELECTED  COUNTRIES,  1997-2002 
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ion  levels  in  2002  being  18  percent 
above  that  of  1997,  implying  3.6  per- 
cent average  growth  rate.  With  the 
exception  of  Korea,  government  ex- 


penditure also  played  an  important 
role  in  the  recovery  process.  Malaysia 
stands  out  in  this  regard.  Its  govern- 
ment expenditure  jumped  by  42  per- 
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centage  points  during  1997-2002,  im- 
plying around  8.4  percent  annual 
growth.  Indonesia  is  comparable  with 
Thailand  and  Philippines,  which  incre- 
ased government  expenditures  by  10 
percentage  points  during  the  crisis. 

Investment  levels  for  all  countries  in 
2002  were  still  below  that  of  1997.  How- 
ever, Korea  and  Philippines  maintained 
their  investment  levels  at  around  90 
percent  of  their  pre-crisis  levels.  Con- 
trary to  popular  beliefs,  Indonesia's 
investment  performance  is  not  that  bad 
compared  to  Malaysia  and  Thailand.  In 
2002  its  investment  level  was  70  per- 
cent below  that  of  1997,  while  the 
numbers  for  Malaysia  and  Thailand 
were  65  percent  and  61  percent  respect- 
ively. 

The  capability  to  export  during  the 
recovery  period  seems  to  be  an  im- 
portant factor  in  explaining  economic 
growth  variation  between  countries. 
The  relatively  good  performance  of 
Korea,  Thailand  and  Malaysia  is  as- 
sociated with  higher  export  growth, 
while  Indonesia  and  the  Philippines, 
showing  negative  export  growth  during 
1997-2002,  performed  poorly. 

Imports  are  not  part  of  demand  for 
domestic  goods.  Hence,  in  a  strictly 
growth  accounting  exercise,  they 
contributed  negatively  to  economic 
growth.  Nevertheless,  imports  are 
important  ingredients  to  rapid  growth, 
because  they  are  an  important  part  of 
investment  expenditure.  Similar  to  the 
export-economic  growth  nexus,  the 


ability  to  maintain  sufficient  import 
growth  is  strongly  correlated  with  eco- 
nomic growth  performance. 

The  previous  discussion  suggests 
that  there  is  a  strong  correlation  be- 
tween expenditure  patterns  and  eco- 
nomic performance.  However,  the  re- 
lative importance  of  each  demand 
component  on  aggregate  economic 
growth  depends  not  only  on  its 
growth  rate,  but  also  on  its  share.  We 
estimate  the  contribution  of  each  de- 
mand component  on  overall  growth 
in  the  next  section. 

Source  of  Growth:  Expenditure  Ac- 
count 

Table  1  reveals  a  marked  change 
in  the  source  of  growth  during  the 
recovery  period.  Prior  to  the  crisis, 
all  countries  maintained  the  balance 
between  private  consumption,  invest- 
ment and  exports  as  their  sources  of 
economic  growth.  Korea  seems  to  be 
able  to  return  to  its  pre-crisis  pattern 
quite  rapidly  as  can  be  inferred  from 
the  high  coefficient  of  correlation  on 
the  structure  of  expenditure  prior  and 
during  the  crisis.  In  contrast,  Indone- 
sia's correlation  coefficient  is  very  low 
indicating  a  marked  structural  change 
of  the  sources  of  growth. 

With  the  exception  of  Korea,  all 
countries  rely  more  on  private  con- 
sumption as  their  source  of  growth. 
The  contribution  of  private  consumpt- 
ion to  economic  growth  in  Malaysia, 
for  example,  increased  from  42  percent 
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prior  to  the  crisis  to  54  percent  during 
the  recovery  period.  Similarly,  Thailand 
also  relied  more  on  private  consumpt- 
ion, rising  from  48  percent  to  59  per- 
cent during  the  same  period.  In  In- 
donesia, more  than  80  percent  of 
growth  was  derived  from  expansion 
in  consumption  expenditure.  Therefore, 
there  is  little  room  for  consumption 
as  a  future  source  of  growth. 

In  Indonesia  and  Malaysia  govern- 
ments were  actively  stimulating  ag- 
gregate demand  through  fiscal  poHcies 
during  the  recovery  process,  while  the 


other  three  countries  put  less  empha- 
sis on  fiscal  stimulus.  The  contribution 
of  government  consumption  to  eco- 
nomic growth  in  Indonesia  increased 
from  a  mere  2  percent  before  the  crisis 
to  17  percent.  For  Malaysia,  govern- 
ment consumption's  contribution  to 
GDP  growth  increased  from  7  percent 
to  30  percent  during  the  same  period. 

With  the  exception  of  Thailand, 
gross  fixed  capital  formation  as  a  source 
of  growth  for  all  countries  has  been 
reduced  substantially  during  the  crisis 
and  recovery  period.  In  Indonesia  the 


Table  1 


SOURCE  OF  GROWTH:  EXPENDITURE  ACCOUNT,  1993-1997 
Indonesia 
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Pre- 
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Note:  Pre-crisis  period:  1993-1997 
Recovery  period:  1998-2002 

Source:  same  as  Figure  1,  author's  calculation 
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contribution  of  investment  has  been 
reduced  from  51  percent  a  pre-crisis  to 
a  mere  5  percent  during  the  recovery 
period.  Thailand  is  exceptional  in  this 
regard,  because  it  has  increased  the 
contribution  of  investment  demand 
during  the  recovery  period.  Investment 
contribution  to  growth  for  Malaysia 
and  Korea  has  also  decreased  consid- 
erably, even  though  not  as  drastic  as 
in  the  case  of  Indonesia  and  Philippines. 

Indonesia  is  the  only  country  that 
became  more  domestically  oriented 
during  the  recovery  period.  Exports 
contributed  negatively  to  economic 
growth,  while  import  substitution  be- 


came the  second  most  importctnt  source 
of  growth  during  the  recovery  period. 
In  contrast,  Malaysia's,  Korea's  and 
Thailand's  reliance  on  exports  as  their 
engine  of  growth  has  been  increasing 
during  the  recovery  period. 

Source  of  Growth:  Production  Ac- 
count 

Manufacturing  remained  the  most 
important  sector  prior  to  the  crisis 
and  recovery  period,  contributing  to 
around  30  percent  to  50  percent  of  eco- 
nomic growth.  With  the  exception  of 
the  Philippines,  all  countries  increased 
the  contribution  of  the  manufacturing 


Table  2 


SOURCE  OF  GROWTH:  PRODUCTION  ACCOUNT 
(%  CONTRIBUTION  TO  OVERALL  GDP),  1993-1997 
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Note:  Pre-crisis  period:  1993-1997 
Recovery  period:  1998-2002 

Source:  same  as  Table  1 
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industry  during  the  recovery  period. 
For  example,  the  contribution  of  the 
manufacturing  sector  increased  from 
35  percent  pre-crisis  to  47  percent 
during  the  recovery  period  in  Korea. 

The  second  factor  that  is  critical  to 
economic  growth  is  the  role  of  the  fin- 
ancial sector.  Countries  that  were  able 
to  maintain  the  contribution  of  the 
financial  sector  to  economic  growth, 
like  Malaysia  and  Korea,  enjoyed  higher 


growth.  By  comparison,  finance  sector 
contribution  in  Indonesia  and  Philip- 
pines fell  substantially.  Thailand  is 
an  exception,  as  the  fall  in  the  firi- 
ancial  sector's  contribution  was  com- 
pensated by  a  much  higher  contribut- 
ion of  manufacturing  sector  growth. 

Table  3  provides  a  more  detailed 
picture  of  the  non-oil  and  gas  manu- 
facturing sectors;  What  is  striking 
from  the  figure  is  the  rapid  increase 


Table  3 


SECTORAL  SHARE  (GDP  AT  CONSTANT  1993  PRICE) 


1993 

1997 

2002 

18 

15 

16 

40 

43 

44 

10 

9 

9 

3 

2 

o 

22 

24 

1 

1 

2 

7 

8 

6 

42 

42 

40 

100 

100 

100 

42 

50 

55 

11 

9 

9 

8 

6 

4 

4 

4 

4 

13 

12 

14 

3 

3 

3 

4 

3 

3 

14 

11 

8 

1 

1 

1 

100 

100 

100 

42 

50 

55 

12 

10 

8 

11 

9 

10 

34 

30 

28 

100 

100 

100 

Agriculture 

Industry  ^"^^ 
of  which 
Mining 

Oil-Gas  Manufacturing 
Non-Oil  and  Gas  Manufacturing 
Electricity 
Construction 
Services 


Non-Oil  and  Gas  Manufacturing 

31.  Food,  Beverage  &  Tobacco 

32.  Textile,  Leather  Products  &  Footwear 

33.  Wood  &  Wood  Products 

34.  Paper  &  Printing 

35.  Fertilizers,  Chemicals  &  Rubber 

36.  Cement  &  Non-metallic  Mineral 

37.  Iron  &  Basic  Steel 

38.  Transport  Equipment  Machinery  &  Apparatus 

39.  Other  Manufacturing  Products 

Resource  Intensity  (Non-Oil  and  Gas) 
Agricultural  Intensive  (ISIC  31) 
Natural  Resource  Intensive  (ISIC  33+34) 
Labor  Intensive  (ISIC  32+39) 
Capital  Intensive  (ISIC  35+36+37+38) 


Total 


Total 


Total 


Source:  author's  calculation,  based  on  Central  Board  of  Statistics 


186 


THE  INDONESIAN  QUARTERLY,  Vol.  XXXI/2003,  No.  2 


in  the  share  of  the  agricultural  re- 
source intensive  industry.  In  contrast, 
natural  resource,  labor  and  capital  in- 
tensive share  in  manufacturing  value 
added  has  been  declining  considerably, 
even  before  the  crisis.  This  indicates 
that  agriculture  resource  intensive  in- 
dustry has  been  growing  faster  and 
the  capital  intensive  industry  has  been 
growing  slower  than  the  manufactur- 
ing sector  as  a  whole. 

The  declining  competitiveness  of 
Indonesia's  main  export  products  — 
wood    and    wood    products  sector 
(natural  resource  intensive  industry) 
and  textile  sector  (labor-intensive  in- 
dustry) may  explain  the  declining  share  ' 
of  those  industries.  Another  worrying 
trend  is  the  declining  share  of  capital- 
intensive  industries.  This  is  contrary  to 
a  typical  industrialization  process, 
during  which,  the  share  of  capital  in- 
tensive industry  should  be  increasing  at 
the  expense  of  the  food  sector. 

Source  of  Growth:  Supply  Side 
Growth  Accounting 

Growth  accounting  exercises  analyze 
the  supply  side  sources  of  growth.  Ac- 
cording to  this  approach,  economic 
growth  is  the  sum  of  the  weighted 
average  growth  of  factors  of  production 
such  as  capital  and  labor,  with  the 
weights  accounting  for  factor  shares, 
and  increase  in  total  factor  product- 
ivity.^ Hence,  the  source  of  economic 


Formally  economic  growth  is  a  function 
of  productivity,  capital,  and  labor  growth: 


growth  can  be  decomposed  into  three 
factors:  (i)  growth  associated  with  cap- 
ital accumulation;  (ii)  growth  associated 
with  the  growth  of  employment;  and 
(iii)  increase  in  total  factor  productivity. 

The  result  of  the  growth  accounting 
exercise  can  be  seen  in  Table  4.  In  gen- 
eral Indonesia's  capital  accumulation 
and  employment  growth  is  the  weak- 
est among  all  countries.  Capital  growth 
during  the  recovery  period  in  Korea, 
Malaysia,  Philippiries  were  4.7  percent, 
3.9  percent  and  2.9  percent  respect- 
ively. Employment  growth  for  Indo- 
nesia is  a  mere  1.2  percent,  compared 
to  3.4  percent  in  Malaysia,  2.2  percent 
in  Korea  and  2.1  percent  in  Philip- 
pines. TFP  growth  in  Indonesia  is 
higher  than  Malaysia  and  Philippines, 
but  much  lower  than  Thailand  and  Korea. 

To  summarize,  we  may  distinguish 
countries'  performance  based  on  the 
contribution  of  factor  accumulation  and 
TFP  growth.  Indonesia  and  the  Phi- 
lippines have  been  characterized  by 
low  TFPs  and  factor  accumulation 
contribution.  Malaysia  shows  very 
high  factor  accumulation  contribution, 
but  low  TFP  growth.  Thailand  per- 
formed well  in  terms  of  TFP  growth, 
but  was  poor  in  factor  accumulation. 
Korea  is  superior  both  in  factor  ac- 
cumulation growth  as  well  as  TFP 
growth. 


Y:  TFP+(xK+(l-a)L,  where  TFP  is  total  factor 
productivity  growth,  K  is  capital  growth  and  L 
is  employment  growth,  a  is  factor  share 
assumed  to  be  0.5. 
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Table  4 


SOURCE  OF  GROWTH:  SUPPLY  SIDE  ACCOUNTING,  1993-2002 


Indonesia 

Malaysia 

Philippines 

Ihaiiand 

Korea 

Average 

z.u 

3.9 

2.9 

1  6 

Labor  Growth 

1  2 

3.4 

2.1 

1.4 

2  2 

1  2 

TFP  Growth 

1.6 

1.0 

1.4 

2.5 

3.8 

1  6 

GDP  Growth 

3.1 

4.6 

3.8 

4.0 

7.1 

3.1 

Contribution 

Capital  Contribution 

0.9 

1.8 

1.3 

0.7 

2.1 

0.9 

Labor  Contribution 

0.6 

1.9 

1.1 

0.7 

1.2 

0.6 

Capital  &  Labor 

1.5 

3.7 

2.4 

1.5 

3.3 

1.5 

TFP 

1.6 

1.0 

1.4 

2.5 

3.8 

1.6 

GDP 

3.1 

4.6 

3.8 

4.0 

7.1 

3.1 

Source:  same  as  Table  1 


THE  WAY  FORWARD 

Demand  Side  Issues:  Competitive- 
ness 

Previous  findings  indicate  that 
superior  growth  performance  is 
strongly  correlated  with  exports,  im- 
ports and  investment.  The  linkage 
between  openness  and  superior  growth 
performance  nexus  is  not  new  in  eco- 
nomic literature.  The  principle  of 
comparative  advantage  suggests  that 
trade  facilitates  specialization  in  the 
production  of  goods  that  a  country 
is  best  able  to  produce,  which  in  turn, 
brings  about  a  more  efficient  use  of 
existing  resources. 

•Endogenous  growth  theory  suggests 
that  openness  to  trade  and  or  invest- 
ment can  facilitate  the  transfer  of  tech- 
nology from  rich/high  technology 
countries  to  poor/low  technology  coun- 
tries. As  emphasized  by  Grossman 
and  Helpman  (1991a,b),  imports  as 
well  as  exports  can  facilitate  transfer  of 
technology.  One  possible  source  is  the 


imitation  of  the  production  of  higher 
quality  goods  that  have  bee^n  developed 
in  the  rich  country.  Another  important 
channel  is  through  the  importation  of 
higher  quality  intermediate  inputs. 
By  incorporating  higher  quality  im- 
ported inputs  into  the  production  pro- 
cess, the  productivity  of  domestically 
added  inputs  can  be  enhanced. 

Empirical  studies  on  the  determinant 
of  growth  rates  across  countries  find 
that  openness  is  a  significant  deter- 
minant of  growth  in  general,  and  an 
important  determinant  for  East  Asian 
economies  in  particular  (Pack  and  Page, 
1994). 

Desperate  with  Indonesia's  poor 
growth  performance  and  the  slump  in 
world  export  demand,  some  analysts 
have  suggested  that  Indonesia  should 
shift  to  a  domestic-oriented  strategy. 
However,  the  previous  discussion  sug- 
gests that  this  is  not  a  viable  strategy. 
Therefore,  it  is  important  to  assess 
Indonesia's  competitive  position  in 
terms  of  exports. 
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It  is  important  to  acknowledge  that 
the  world  economic  slowdown  explains 
most  of  the  export  decline  in  the  region. 
It  is  therefore  important  to  distinguish 
the  slow  down  in  exports  due  to  de- 
mand factors  and  competitiveness  fact- 
ors. Constant  Market  Share  Analysis 
provides  the  framework  to  decompose 
export  growth  into  those  two  factors. 
It  decomposes  changes  in  a  country's 
market  share  into:  (1)  changes  in 
market  share  attributed  to  specializing 
in  specific  products  or  market  destin- 
ation; (2)  changes  in  the  market  share 
due  to  competitiveness  effect;  and 
(3)  changes  in  market  shares  due  to 
responsiveness  to  changes  in  world 
demand.^ 

The  initial  specialization  effect 
shows  how  much  gain  in  market  share 
is  due  to  the  fast  growth  of  world  im- 
ports of  particular  commodities  in  a 
particular  market  compared  to  the 
imports  of  other  commodities/country. 


More  formally,  the  change  in  world 
market  share  can  be  written  as: 


APM.=1 


X"., 

x°.. 

X"., 

X, 

s 

'A 

+IA 

i/k 

■A 

X 

x°, 

.jk 

XV, 

A- 

X, 

where  the  first  term  is  competitiveness 
effect,  the  second  term  is  initial  specializa- 
tion effect,  and  the  third  term  is  the  adapt- 
ation effect.  Where:  X',.^.  country  i  exports 
of  product  k  to  country  ;'  at  year  t. 

X'.^,  total  exports  of  product  k  to  country 
/  at  year  t. 

X' 

 'Jt   the  market  share  of  country  i  in 

X'     country  ;'  for  the  product  k  at  year  t 

X' 

 l   the  weight  of  the  importing  market 

X      in  world  imports. 


A  positive  value  implies  that  the  coun- 
try's export  of  the  particular  com- 
modity/geographical market  increased 
because  the  demand  for  the  particular 
commodity  in  a  particular  product/ 
geographical  market  is  increasing.  In 
effect,  it  captures  the  benefits  associated 
with  the  initial  specialization  in  dyn- 
amic exports. 

The  competitiveness  effect  shows 
gains  in  market  shares  due  to  incre- 
ased competitiveness.  It  is  calculated 
as  a  change  in  the  exporting  country's 
share  in  destination  of  market  im- 
ports, weighted  by  the  initial  share  of 
the  partner  countries'  imports  in 
world  trade. 

The  adaptation  effect  captures  covm- 
tries'  ability  to  adjust  the  supply  of 
exports  to  changes  in  world  demand. 
A  positive  value  indicates  increasing 
market  shares  in  dynamic  markets  or 
decreasing  market  share  in  recessive 
markets.  In  contrast,  negative  value 
indicates  increasing  market  shares  in 
recessive  markets  or  decreasing  mar- 
ket shares  in  dynamic  markets. 

The  CMS  result  is  given  in  Table  5. 
During  1997-2001,  total  world  imports 
grew  by  2.8  percent,  while  Indonesia's 
exports  grew  by  only  2.1  percent, 
lower  than  exports  growth  of  other 
countries  shown  in  the  table.  In  fact, 
Indonesia  is  the  only  country  whose  ex- 
port growth  was  lower  than  world  im- 
ports. As  a  result,  Indonesia's  market 
share  in  world  imports  decline  from 
1.13  percent  to  1.10  percent. 
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Tables 

CONSTANT  MARKET  SHARE  (CMS),  SELECTED  COUNTRIES,  1997  AND  2000 


lllvlUIlcald 

Malaysia 

Philippines 

1  nailand 

Korea 

World's  Exports  Growth  Rate 
Country's  Exports  Growth  Rate 

2.86  ^ 
2.10 

2.86 
3.54 

2.86 
8.86 

2.86 
3.22 

2.86 
6.35 

Market  Share  in  1997 
Market  Share  in  2000 

1.13 
1.10 

1.78 
1.82 

0.57 
0.69 

1.08 
1.09 

2.20 
2.48 

Change  in  Market  Share 
of  which  due  to 

-0.03 

0.04 

0.12 

0.01 

0.28 

specialization  in  dynamic  markets 

Competitiveness 

Adaptation 

-0.05 
0.02 
-0.01 

-0.06 
0.10 
0.00 

0.02 
0.11 
0.00 

-0.02 
0.05 
-0.01 

0.01 
0.21 
0.06 

Source:  author's  calculation,  based  on  trade  data  from  http://unstats.un.org/unsd/comtrade 


Both  specialization  as  well  as  com- 
petitiveness factors  contribute  negat- 
ively to  export  growth.  It  seems  that 
hidonesia  exports  the  wrong  products 
and /or  to  wrong  coimtries  (specialized 
in  non  dynamic  product/market)  and 
at  wrong  price/quality  (negative  com- 
petitiveness effect)  and  responds  slowly 
to  changes  in  world  demand. 

The  negative  initial  specialization 
effect  for  Indonesia  indicates  that  our 
product/market  mix  consists  mostly 
of  products  whose  price  or  demand 
is  declining.  For  example,  Indonesia 
specialized  in  cork  and  wood  manu- 
factures, coffee  and  tea,  crude  rubber, 
fixed  veg.  fats  and  oils,  textile  yarn 
and  fabric,  and  cork  and  wood.  Those 
are  products  whose  demand  is  declin- 
ing. In  contrast,  Malaysia  exports 
consist  mainly  of  electronics  (office 
machines,  telecomm. sound  equip  etc, 
electronic  machinery  apparatus)  that 
enjoy  higher  than  average  world 
export  growth.  In  fact  the  latest  Trade 


and  Development  Report  devoted  a 
considerable  amount  of  its  analysis  on 
this  issue,  i.e.  many  developing  coun- 
tries suffer  terms  of  trade  deterior- 
ation because  they  focus  in  non  dyn- 
amic products,  notably  agriculture  and 
textile /clothing. 

Even  though  Indonesia  still  enjoys 
a  positive  competitiveness  effect,  it 
is  small  compared  to  the  other  coun- 
tries shown  in  the  table.  Upon  closer 
inspection,  we  found  that  Indonesia  is 
loosing  market  shares  in  many  pro- 
ducts/markets. Out  of  3533  product- 
market  destinations  for  Indonesia,  In- 
donesia lost  out  in  terms  of  competit- 
iveness in  1400  product  markets,  the 
most  important  of  which  are  petro- 
leum and  petroleum  products  in  China 
and  natural  gas  in  Korea  and  Japan.  In 
contrast,  other  countries  increased  their 
competitiveness  in  various  product 
markets.  Korea  for  example,  gained 
competitiveness   in   the  automotive 
markets  in  the  USA,  while  Thailand 
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also  became  competitive  in  automotive 
exports  to  Japan.  Malaysia's  electronic 
products  compete  well  in  China,  Japan 
and  Korea,  and  the  Philippines  became 
increasingly  competitive  in  electronic 
products  in  the  USA  and  Japan. 

Negative  adaptation  effects  for  In- 
donesia suggest  that  Indonesia's  ex- 
ports supply  is  not  flexible  enough  to 
move  from  recessive  product  markets  to 
the  dynamic  ones.  A  case  in  point  is 
petroleum  and  petroleum  products. 
Import  value  for  those  products  in 
China  is  rising  rapidly  (151%  p. a.). 
Yet  Indonesia's  market  share  is  de- 
clining from  12  percent  in  1997  to  a 
mere  4  percent  in  2002. 

Previous  findings  on  Indonesia's 
exports  competitiveness  suggest  that 
Indonesia's  export  decline  is  the  re- 
sult of  cyclical  factors  rather  than 
loosing  competitiveness.  However,  the 
previous  discussion  shows  that  other 
countries  fare  better  under  the  same 
adversary  conditions  faced  by  Indo- 
nesia. Structural  factors  also  contri- 
buted to  Indonesia's  poor  export  per- 
formance. The  demand  for  and  Indo- 
nesia's competitiveness  in  wood  pro- 
ducts and  textile  has  been  declining 
since  before  the  crisis  (see-Aswicahyo- 
no  and  Pangestu,  2001;  Aswicahyono 
and  Maidir,  2003).  Yet  little  has  been 
done  to  ameliorate  those  problems. 

Supply  Side  Issues:  TFP 

The  above  discussion  suggests  that 
aggregate  growth  can  be  decomposed 


into  economic  growth  due  to  factor 
accumulation  and  growth  associated 
with  increased  total  factor  product- 
ivity. In  the  long  rxm,  Indonesia  needs 
to  achieve  high  sustainable  growth 
based  on  increased  TFP  growth.  It  is 
a  long-run  strategy  because  it  requires 
an  overhaul  of  key  institutions  such 
as  public  and  corporate  governance, 
judicial  systems,  and  at  the  same  time 
combating  corruption  and  managing 
decentralization. 

In  the  short-term,  invigorating 
growth  could  be  achieved  by  way  of 
factor  accumulation,  especially  capital. 
The  question  is  how  much  growth  of 
capital  is  required  to  achieve  a  certain 
level  of  growth.  Table  6  provides 
growth  that  can  be  achieved  under 
different  scenarios  of  capital  and  TFP 
growth  (assuming  that  employment 
growth  remains  constant  at  1.2  per- 
cent). 


Table  6 

GDP  UNDER  DIFFERENT  SCENARIO 
OF  CAPITAL  AND  TFP  GROWTH 


s 

o 
n 

(0 

U 


1.5 
2.0 
2.5 
3.0 
3.5 
4.0 


I/Y 


Capital  Growth  (%) 


1.5     2.0     2.5    3.0    3.5  4.0 


2.8 
3.3 
3.8 
4.3 
4.8 
5.3 


3.1' 

3.6 

4.1 

4.6 

5.1 

5.6 


3.3 
3.8 
4.3 
4.8 
5.3 
5.8 


3.5 
4.0 
4.5 
5.0 
5.5 
6.0 


3.7 
4.2 
4.7 
5.2 
5.7 
6.2 


4.0 
4.5 
5.0 
5.5 
6.0 
6.5 


17      18      20     21     23  24 


Source:  author's  calculation 
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In  the  bottom  row  we  provide 
the  required  investment  (=saving)  to 
achieve  a  certain  capital  growth.* 

Under  current  TFP  growth  (1.5  per- 
cent) and  to  achieve  growth  rate  of  4 
percent,  a  growth  rate  comparable  to 
that  of  Thailand,  Indonesia  needs  to 
increase  capital  stock  growth  from 
current  level  of  2  percent  to  4  percent. 
This,  in  turn,  requires  a  raise  in  in- 
vestment to  GDP  ratio  from  the  cur- 
rent level  of  18  percent  to  24  percent. 

To  achieve  higher  and  sustain- 
able growth  in  the  long  run,  Indonesia 
should  aim  at  higher  saving  rates  and 
productivity  growth.  Among  factors 
that  researchers  have  identified  as 
possible  determinants  of  a  country's 
long-term  economic  performance  are 
investment  in  private  and  pubHc  cap- 
ital, fir.arcia!  intermediation,  macro- 
economic  stabihty,  openness  with  re- 
spect to  trade  and  investment,  edu- 
cation and  training,  and  institutional 
quality. 

Indonesia  has  successfully  achieved 
macroeconomic  stability,  one  important 
determinant  of  TFP  and  long  term 
growth.  There  remain  six  factors  that 
should  be  improved,  if  Indonesia  wants 


*rhe  relationship  between  capital  growth 
and  investment  rate  is: 
1      .  K 

-  =(K+S)-  ,  where  K  is  capital  growth,  8  is  de- 
K 

preciation  rate  and  —  is  capital  output  ratio 

(COR).  We  assume  4  percent  depreciation 
rate  and  COR  remain  at  current  level  of  3. 


to  move  to  a  higher  and  more  sustain- 
able growth  path.  Among  those  factors 
three  issues  stand  out.  First,  public 
and  private  investment  play  an  im- 
portant role   in   long   run  growth. 
Romer  (1999)  for  example,  argued  that 
higher  rates  of  investment  might  in- 
duce higher  rales  of  innovation,  and 
thus  faster  economic  growth.  Hulten 
(1995)  argue  that  what  matters  is  change 
in  the  flow  of  productive  services 
that  is  obtained  from  capital  stock. 
Consequently,  increases  in  public  cap- 
ital stock  are  less  important  than  in- 
frastructure maintenance. 

Secondly,  the  importance  of  trade 
as  a  source  of  economic  growth  has 
been  discussed  previously.  We  should 
add  direct  investment  that  can  also 
facilitate  the  transfer  of  technology, 
including  managerial  practices  and 
worker  skills.  A  survey  conducted  by 
Aswicahyono  and  Anas  (2001),  found 
that   firms   which   have  marketing, 
ownership,  and  production  networks 
perform  better  during  the  crisis  than 
those  purely  oriented  towards  the  dom- 
estic marked. 

Finally,    financial  intermediation 
has    a    strong    impact    on  growth 
through  various  channels.  First,  it  fa- 
cilitates saving  and  investment  by  re- 
ducing the  need  for  self-finance.  Se- 
cond, financial  markets  provide  the 
risk-sharing  or  risk-bearing  function 
of  financial  intermediaries.  Third,  the 
presence  of  a  banking  sector  or  se- 
curities markets  allows  the  accumulat- 
ion of  large  sums  of  capital.  These 
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sums  might  be  necessary  in  order  to 
finance  increasing-returns-to-scale  pro- 
jects with  large  fixed  costs,  such  as 
public  utilities  and  infrastructure. 
Finally,  a  healthy  market-oriented  fin- 
ancial system  may  increase  the  quality 
of  investment  by  allowing  for  more 
efficient  allocation  of  investment  across 
competing  uses.  The  continuation  of 
financial  restructuring  is  therefore 
crucial  for  future  growth. 

DID  THE  CRISIS  ENHANCE  DE- 
INDUSTRIALISATION? 

The  previous  discussion  shows  that 
manufacturing  is  an  important  source 
of  growth,  since  it  exhibits  dynamic 
increasing  returns  to  scale,  higher  pro- 
ductivity and  absorbs  surplus  labor 


from  other  sectors.  Thus,  its  relative 
decline  could  have  long-term  reper- 
cussions for  the  economy  as  a  whole. 
Hitherto,  as  pointed  out  by  Pieper 
(1999),  the  cross-country  evidence  in- 
deed suggests  the  significance  of  the 
industrial  sector  in  long-term  eco- 
nomic growth.  The  important  question 
is  then,  whether  Indonesia  currently 
experiences  de-industrialization. 

De-industrialization  is  simply  de- 
fined as  a  relative  loss  of  manufactur- 
ing capacity  with  respect  to  all  other 
sectors.  The  industrial  dynamic  ad- 
justment, however,  distinguishes  de- 
industrialization  from  the  temporary 
shocks  exacerbated  by  overall  changes 
in  the  economy.  There  could  be  doubt 
that  Indonesia's  manufacturing  sector 


Figure  2 


MANUFACTURING  GDP  AND  PROTECTION  INDEX  (ISIC  2  DIGIT) 


Q1    1994  Q1    1995  Q1    1996  Q1    1997  Q1    1998  Q1    1999  Q1  2000  Q1  2001  Q1 


MVA  (GDP) 


Manuf  Prod. Indices 


Source:  Central  Board  of  Statistics 
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has  experienced  a  relative  decline  re- 
flected in  inferior  growth.  Despite  the 
sluggish  adjustment  compared  to  other 
countries  hit  by  the  crisis,  manufactur- 
ing value  added  in  fact  increased  from 
24  to  27  percent  of  total  GDP  (see  Table 
3).  Against  this  background,  further 
improvement  of  manufacturing  per- 
formance may  well  be  desirable  but 
dire  predictions  about  de-industrial- 
ization seem  grossly  exaggerated. 

Alas,  the  manufacturing  product- 
ion index  movement  could  give  a  dif- 
ferent story.  Figure  2  reveals  that  after 
the  crisis  manufacturing  value  added 
and  production  indices  are  consid- 
erably diverted.  This  finding  suggests 
that  the  crisis  has  led  to  massive  de- 
industrialization.  An  absolute  decline 
of  the  production  account  of  medium 
and  large-scale  establishment  has  oc- 


curred from  1997  onwards.  It  seems  that 
the  small-scale  industries  (SSIs)  were 
being  the  sources  of  growth  of  manu- 
facturing output  during  the  post-crisis  • 
period,  1998-2002. 

Declining  Labor  Productivity 

In  the  following,  an  attempt  is  made 
to  interpret  the  findings  in  terms  of 
sustainability.  Sustainability  is  defined 
as  the  nexus  between  overall  employ- 
ment expansion  and  labor  product- 
ivity growth.  By  definition,  there  is  an 
inverse  relationship  between  employ- 
ment growth,  and  productivity  growth, 
holding  demand  growth  constant. 

Table  7  provides  a  more  detailed 
picture  within  manufacturing  sectors, 
distinguishing  by  size,  correlating  with 
growth  of  employment  over  1986- 
2001  period.  Rising  employment  growth 


Table  7 


GROWTH  PATTERN  IN  MANUFACTURING  SECTOR  BY  SIZE,  1986-2001 


Size  category^  Avg.  annual  growth  rate  %  Composition 


1986-90 

1990-96 

1998-2001 

1999 

2001 

Establishment 
Small 

Medium  and  Large 

4.2 

-9.4 

2.8 

11.2 
6.04 

99.20 
0.80 

99.58 
0.42 

Employment 
Small 

Medium  and  Large 

11.3 

-  9.3 

6.2 

15.0 
4.1 

60.70 
39.30 

65.37 
34.62 

GDP 
Small 

Medium  and  Large 

17.9 

12.6 

14.1 

13.0 
18.3 

11.60 
88.40 

14.39 
85.61 

'Small-scale  establishment  (5-19  workers);  Medium  and  Large-scale  (>20  workers) 


Source:  Large  and  Medium-scale  Industry  Statistics  (back-cast  series).  Small-scale  Manu- 
facturing Industry  Statistics  1996  (Economic  Census),  Central  Bureau  of  Statistics. 
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is  evident  in  SSIs.  Labor  input  an- 
nual growth  increased  considerably 
from  9.3  percent  in  1986-96  to  15  per- 
cent in  1998-2001.  The  changes  have 
been  also  pronounced  in  the  medium 
and  large  establishments.  In  contrast, 
annual  labor  growth  rate  was  already 
dismal  even  before  the  crisis  years, 
and  declined  significantly  since  then. 
Employment  growth  in  medium  and 
large-scale  firms  is  a  mere  4.1  percent, 
compared  to  15  percent  in  SSIs  be- 
tween 1998-2001. 

Nevertheless,  employment  expan- 
sion was  associated  with  low  product- 
ivity. Not  only  was  SSIs'  productivity 
growth  at  18  percent  at  around  two. 
times  lower  than  medium  and  large 
firms,  the  gap  of  relative  value  added 
per  worker  actually  widened  to  more 
than  150  times  in  recent  years  -2 
million  Rupiah  for  SSIs  versus  300 
million  Rupiah  for  medium  and  large 
establishment  (Table  8).  Labor  product- 
ivity differentials  in  fact  broadly  in- 
creased immediately  in  the  post-crisis 
period. 

Table  8 


Stagnation  and  the  Reversed  Eco- 
nomic Revival 

While  few  would  deny  that  there 
are  signs  of  at  least  a  transitory  im- 
provement in  macroeconomic  indic- 
ators during  the  past  five  years,  there 
are  also  widespread  fears  that  the  long- 
run  implications  of  the  crisis  are  less 
favorable  and  potentially  damaging. 
Much  of  this  negative  assessment 
centers  on  de-industrialization,  which 
can  be  seen  from  diminishing  pro- 
ductivity growth.  Present  trends  sug- 
gest that,  given  a  dramatic  surge  in 
SSIs  relative  to  medium  and  large-scale 
industries  and  thus  labor  productivity 
differentials,  it  seems  reasonable  to  pose 
the  question  whether  economic  growth 
is  sustainable? 

The  number  of  SSIs  is  growing 
fast  at  11  percent,  which  constitutes  of 
99.5  percent  of  all  manufacturing, 
keeping  in  mind  that  much  of  the  ap- 
parent growth  was  in  fact  attributable 
to  the  structural  change  within  the 
manufacturing  sector  resulting  in  the 


VALUE-ADDED  PER  WORKER  BY  SIZE 
OF  MANUFACTURING  ESTABLISHMENT,  1996-2001 


Avg.  Annual  Growth  Rate  Relative  Value-added/Wkr 

(avg=100) 


1986-96      1997-2001  1996  1998  2001 


All  manufacturing  6,2  23.7  100  100  100 

Small-scale  3,0  17.6  26  3  2 

Medium  16.3  4  4 

Large  7,3  23.9  180  298  289 


Source:  Large  and  Medium-scale  Industry  Statistics  (back-cast  series).  Small-scale  Manu- 
facturing Industry  Statistics  1996  (Economic  Census),  Central  Bureau  of  Statistics. 
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downgrading  of  larger  establishment 
into  smaller  categories.  Therefore,  the 
perception  that  small  establishments 
have  been  the  most  resilient  ones, 
turned  out  to  be  erroneous  when  the 
data  is  examined  in  terms  of  their 
iiutial  size,  although  the  level  of  indus- 
trial concentration  is  likely  to  remain 
imchanged. 

In  terms  of  sustainability,  it  is  clear 
therefore  that  the  aggregate  product- 
ivity is  expected  to  decline  in  the 
near  future,  as  rapid  employment  ex- 
pansion is  associated  with  lower  pro- 
ductivity growth.  Contrary  to  popular 
belief  that  SSIs  are  less  vulnerable, 
the  stagnation  of  manufacturing  out- 
put growth  for  Indonesia  and  overall 
GDP  was  more  or  less  a  result  of  an 
increasing  number  of  SSIs  with  re- 
latively low  productivity  rates. 

While  economies  of  scale  are  found 
to  determine  short-term  manufactur- 
ing output  growth,  other  factors  ex- 
plain long-term  relative  decline.  In 
particular  the  failure  to  promote  effici- 
ency and  modernization  in  the  SSIs 
manufacturing  sector,  as  well  as  the 
hostile  business  environment  are  found 
to  have  caused  this  relative  decline.  By 
contrast,  in  other  economies  these  vari- 
ables are  often  important  in  explaining 
SSIs  revival  (Mulhern  and  Stewart, 
1992). 

CONCLUSION 

Compared  to  other  crisis-affected 
countries,  Indonesia  relied  more  on 


private  consumption  and  government 
expenditure,  instead  of  export;  which 
seems  to  be  strongly  correlated  with 
growth  performance.  What  is  striking 
from  the  analysis  is  the  rapid  increase 
in  the  share  of  agricultural  resource 
intensive  industry.  This  is  contrary  to 
a  typical  industrialization  process, 
during  which,  the  share  of  capital  in-' 
tensive  industry  is  increasing  at  the  ex- 
pense of  the  food  sector.  Moreover, 
given  the  dramatic  surge  in  SSIs  re- 
lative to  the  medium  and ,  large-scale 
industries,  it  is  clear  that  aggregate  pro- 
ductivity is  expected  to  decline  in  near 
future,  as  rapid  employment  expan- 
sion is  associated  with  lower  product- 
ivity growth. 
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The  Indonesian  Banking  Sector: 

5  Years  in  Crisis? 

Titik  Anas,  Nancy  K.  Suhut  and  Puspa  Delima  Amri 


INTRODUCTION 

THE  banking  sector  dominates 
the  Indonesian  financial  system. 
At  the  onset  gf  the  crisis,  total 
assets  of  the  banking  sector  reached 
about  US$113.7  billion,  more  than  three 
times  the  stock  market  capitalization 
of  that  particular  year.  Bank  loans  were 
the  main  source  of  business  financing. 
Consequently,  when  the  1997  financial 
crisis  hit  Indonesia,  the  banking  sector 
suffered  the  most,  and  has  yet  to  re- 
cover. This  is  primarily  because  banks 
have  not  carried  out  their  roles  as  fin- 
ancial intermediaries.  Loan  to  Deposit 
Rates  (LDR)  are  still  very  low,  while 
baiJcs  are  entering  retail  activities  such 
as  providing  loans  for  smaller  cus- 
tomers, i.e.  cor\sumption  credits. 

This  paper  aims  at  assessing  the 
development  of  the  banking  sector  five 
years  after  the  crisis.  Despite  of  five 
years  of  restructuring,  the  banking 
sector  remains  inefficient.  This  paper 
is  organized  in  the  following  manner. 
The  first  part  provides  an  overview  of 


the  trends  in  the  banking  sector 
after  the  crisis.  The  second  part  will 
discuss  in  depth  the  banking  restruc- 
turing process,  while  the  last  part 
will  present  the  way  forward  in  achiev- 
ing a  sound  banking  system. 

OVERVIEW  OF  THE  POST-CRISIS 
TRENDS  OF  THE  BANKING  SEC- 
TOR 

The  crisis  drove  the  collapse  of  In- 
donesian domestic  banks.  The  sharp 
depreciation  of  the  Rupiah  deteriorated 
the  commercial  banks'  balance  sheet. 
Responding  to  such  conditions,  the 
government  took  several  measures  to 
rescue  the  ailing  domestic  banks:  in 
jecting  capitals  (known  as  Bantuan  Li- 
kuiditas  Bank  Indonesia-BLBI)  of  144.5 
trillion  Rupiah,  closing  down  non- 
viable banks  and  setting  up  an  agency 
to  restructure  the  collapsed  banking 
sector  —  IBRA  (Indonesian  Banking 
Restructuring  Agency).  Ever  since 
January  1998,  with  the  enactment  of 
Presidential  Decree  Nr.  27/1998,  IBRA 
has  been  the  central  agent  to  carry 
out  the  restructuring  and  the  recovery 
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of  the  banking  sector.  Based  on  the 
Decree,  IBRA  was  established  as  an 
ad-hoc  institution,  tasked  with  the 
following  main  functions:  to  admin- 
ister the  government's  blanket  guar- 
antee program,  to  conduct  monitoring, 
manage  and  restructure  banks  taken 
over  by  IBRA,  restructure  and  dispose 
of  loans  in  closed  IBRA  banks,  manage 
shareholder  settlement  by  former  bank 
owners  and  recover  state  funds  pro- 
vided as  liquidity  support  loans  to 
banks. 

-  The  following  parts  of  this  section 
will  describe  the  post-crisis  trends  of 
the  banking  sector,  the  performance 
indicators  and  changes  in  the  regu- 
latory framework  after  the  five-year 
restructuring  program. 


The  banking  sector  remains  large, 
but  did  not  recover  its  financial  in- 
termediary function 

Five  years  after  the  crisis,  although 
a  number  of  banks  were  closed  down 
and  some  were  merged,  the  banking 
sector  remains  large,  with  141  com- 
mercial banks  in  the  system,  comprising 
of  5  state-owned  banks,  26  regional 
development  banks,  76  private  na- 
tional banks,  24  joint  venture  banks 
and  10  foreign  banks  (see  Table  1  for 
details).  Some  argued  that  this  num- 
ber remains  too  large  for  the  Indo- 
nesian financial  system. 

Table  2  shows  that  total  assets  of 
commercial  banks  increased  signif- 
icantly, doubling  in  size.  However, 
38.3%  were  in  the  form  of  government 


Table  1 


NUMBER  OF  BANKS,  1996-2002 


1996 

1997 

1998 

1999 

2000 

2001 

2002 

State  Banks 
Banks 

Banks  Offices 

7 

1379 

7 

1,527 

7 

1,602 

5 

1,579 

5 

1,506 

5 

1,522 

5 

1,574 

Regional  Government  Banks 
Banks  27 
Banks  Offices  490 

27 
541 

27 
555 

27 
554 

26 
550 

26 
574 

26 
562 

Private  National  Banks 
Banks 

Banks  Offices 

164 
3,964 

144 
4,150 

130 
3,976 

92 
3,581 

81 
3,228 

80 
3332 

76 
3,336 

Foreign  Banks  &  Joint 
Banks 
Banks 

Banks  Offices 

41 
86 

44 
90 

44 
121 

40 

-  93 

39 
95 

34 
92 

34 
90 

Sub-total 
Banks* 

Banks  Offices* 

239 
5,919 

222 
6,308 

208 
6,254 

164 
5,807 

151 
5,379 

145 

5,520 

141 

5,562 

Note:  *RuraI  Credit  Banks  are  not  included. 


Source:  Bank  Indonesia,  Indonesian  Financial  Statistics,  various  issues. 
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Table  2 

BANK  ASSET  AND  LIABILITIES 
(Rp.  trillions  and  percent) 


1997        1998        1999        2000         2001  2002 


All  Commercial  Banks 
Loans  (Rp.  tn) 
Deposits  (Rp.  tn) 
Capital  (Rp.  tn) 
Total  Assets  (Rp.  tn) 

LDR  (%) 


408 

540 

245 

287 

321 

381 

327 

536 

587 

673 

766 

802 

47 

-99 

-22 

51 

67 

94 

529 

762 

789 

985 

1040 

1060 

124.9 

100.9 

41.81 

42.7 

41.9 

47.5 

Source:  Bank  Indonesia,  Indonesian  Financial  Statistics,  various  editions. 


bonds  issued  for  financing  the  bank 
recapitalization  program,  and  7%  were 
in  the  form  of  Bank  Indonesia  Cer- 
tificates, SBI.  This  is  especially  true  for 
major  banks  that  were  taken  into  the 
recapitalization  program.  Their  assets 
increased  significantly  as  a  result  of 
the  recap  bonds.  The  banking  restruc- 
turing program  has  also  increased  the 
government  stake  in  the  banking  sec- 
tor, as  a  result  of  the  closure  and  taking 
over  of  bad  banks. 

Although  total  deposits  of  com- 
mercial banks  increased  substantially 
by  more  than  double  compared  to  1997, 
the  banking  sector  has  not  fully  re- 
covered its  financial  intermediation 
functions.  Bank  loans  are  considerably 
small  compared  to  mobilized  funds. 
Beginning  1999,  the  average  Loan  to 
Deposit  ratio  (LDR)  of  domestic  banks 
jumped  to  as  low  as  42  —  except  for 
the  A-category  banks. ^  By  December 


A-Category  Banks  refers  to  banks  with 
CAR  >4%.  Meanwhile,  B-Category  banks 
had  4  to  -25%  CAR  and  C-Category  banks 
had  less  than  -25%  CAR. 


2002,  LDR  continued  to  be  below  50 
percent,  compared  to  as  high  as  12 
percent  in  1997. 

Non-perf  onning  loans  remains  high 

Banks'  liabilities  increased  sharply 
due  to  their  own  ui\hedged  borrowing 
and  interest  rate  exposures,  while  cor- 
porate distress  affected  the  value  of 
its  assets.  At  the  early  phase  of  the  crisis, 
the  non-performing  loans  rose  as 
high  as  32%  of  total  loans  in  Indone- 
sia. It  reached  its  peak  in  March  1999, 
and  stood  as  high  as  58.7%.  Non-per- 
forming loans  were  relatively  low  after 
IBRA  cleaned  them  up  from  the  com- 
mercial banks'  balance  sheet  and  stood 
at  8.3  %  by  the  end  of  2002.  However, 
this  is  higher  than  Bank  Indonesia's 
target.  If  re-capitalized  banks  are  taken 
out  of  the  equation,  then  the  picture 
would  be  worse.  Non-performing  loans 
of  the  recapitalized  (recap)  banks  in 
year  2001  continued  to  be  high,  at  19 
percent,  although  IBRA  has  take.'-  over 
most  of  their  NPLs.  The  figure  wa 
even  higher  if  BCA  and  Niag^  v:'->re 
taken  out  from  the  recap  group.  Iikif 
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more  or  less  indicates  that  the  bank  re- 
structuring program  did  little  to  im- 
prove the  recap  banks'  performance 
(see  Table  3  for  detailed  figures). 

Net  interest  margin  are  positive, 
but  efficiency  remains  doubtful 

Net  Interest  Margin  (NIM),  calcu- 
lated as  ratio  of  net  interest  income  to 
average  productive  assets,  increased 
on  average  from  3  percent  in  1999  to 
7  percent  in  2001.  The  regional  de- 
velopment banks  showed  the  highest 
net  interest  margin.  However,  the  high 
net  interest  margins  does  not  neces- 
sarily mean  that  these  banks  performed 
best,  but  it  was  more  because  the 
banks  faced  less  competition  as  these 
banks  are  in  a  dominant  position  in 
certain  provincial  regions.  The  lowest 
net  interest  margins  belong  to  the  re- 
cap banks.  On  the  other  hand,  private 
domestic  banks  began  to  enjoy  sub- 
stantially high  net  interest  margins,  as 
most  of  them  have  gone  into  retail 
banking,  such  as  credit  cards  and  con- 
sumer products,  in  which  loan  interests 
has  been  relatively  high.  Five  out  of 
the  top  ten  banks  in  2001  already 
experienced  NIM  above  5  percent. 

Since  2001,  NIM  of  most  banks 
have  begun  to  become  positive.  How- 
ever, as  NIM  is  measured  as  a  ratio 
of  net  interest  income  to  average  pro- 
ductive assets,  whether  or  not  banks 
became  efficient  remains  questioned 
because  the  main  source  of  the  banks' 
interest  income  are  either  SBI  or  gov- 
ernment bonds. 
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Table  3 

NPL  (percent) 


NPL  NPM 


1999 

2U01 

1999 

2001 

Private  Banks 

Na 

7 

0.1 

7 

btate  oanks ' 

X  T 

Na 

10 

(7.9) 

4 

Recap  Banks^' 

Na 

19 

(8.8) 

3 

Recap  banks 

without  BCA  and 

Niaga 

Na 

22 

(7.8) 

3 

Joint  Venture  and 

Foreign  Banks 

Na 

34 

5.0 

4 

Regional  Develop- 

ment Banks 

Na 

4 

11.5 

10 

All  Commercial 
Banks 

59 

13 

3 

7 

Notes: 

with  BCA  and  Niaga 
^>  without  BEI 

Source:  Infobank,  calculated 


Regulatory  Framework 

The  crisis  provided  an  impetus  for 
improvement  in  the  banking  regu- 
latory framework.  A  large  part  of  this 
improvement  is  owed  to  a  series  of 
IMF  reform  programs.  Prudential  re- 
gulation was  improved.  CAR  require- 
ment was  increased  to  8  percent  and 
NPL  requirement  was  lowered  to  12.1 
percent.  Commercial  banks'  compliance 
to  such  requirements  were  not  disap- 
pointing, except  the  IBRA's  banks.  The 
commercial  banks'  capital  adequacy 
ratio  (CAR)  improved  from  -15  percent 
in  1997,  to  a  positive  22.5  percent  by 
the  end  of  2002.  CAR  of  private  banks 
and  state  banks  increased,  to  28  percent 
and  16  percent  on  average.  Joint 
venture  and  foreign  banks,  showed 
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a  significantly  higher  capital  adequacy 
ratio  (CAR)  than  the  average  com- 
mercial banks.  Meanwhile,  recap  banks' 
CAR  were  as  low  as  1  percent  in  2001. 
NPL,  as  mentioned  earlier,  also  de- 
clined, partly  as  a  result  of  govern- 
ment interventions.  Some  argued  that 
using  those  performance  indicator  in 
the  post  crisis  period,  might  be  in- 
accurate, as  coimtries  in  the  post  crisis 
period  might  not  have  a  supportive 
macroeconomic  condition  for  such 
stringent,  requirements.  Efforts  to  im- 
prove the  quality  of  governance  were 
also  undertaken.  Commercial  bank 
owners  and  management  were  subject 
to  fit  and  proper  tests.  However,  those 
efforts  were  not  implemented  rigor- 
ously, at  least  in  the  early  stages,  as  re- 
vealed by  cases  such  as  the  Lippo  Bank 
(see  Box  1  for  a  detailed  discussion). 

In  addition  to  improved  prudential 
regulations,  some  changes  in  the  laws 
and  regulations  concerning  the  bank- 
ing sector  were  also  introduced  after 
the  crisis  that  were  pivotal  for  the 
further  development  of  the  sector.  The 
most  notable  among  them  is  the  new 
law  concerning  Bank  Indonesia  (BI). 
Under  the  new  law,  BI  becomes  an  in- 
dependent body  with  the  sole  object- 
ive to  maintain  the  stability  of  the 
Rupiah,  in  terms  of  both  its  purchas- 
ing power  and  its  rate  of  exchange. 
Bank  Indonesia  has  three  main  re- 
sponsibilities: to  formulate  and  im- 
plement monetary  policy;  to  regulate 
and  supervise  the  national  payment 
system;  and,  to  regulate  emd  supervise 


commercial  banks.  Accordingly,  the 
Monetary  Board  was  abolished  and  BI 
alone  is  responsible  for  conducting 
monetary  policy.  On  related  issues,  BI 
is  not  permitted  to  lend  to  the  gov- 
ernment, nor  to  purchase  government 
bonds,  except  in  the  secondary  market. 

Another  important  provision  of 
the  law  is  concerning  the  role  of  BI  as 
the  lender  of  last  resort.  Under  the  new 
law,  BI  may  provide  banks  with  credit 
only  for  a  maximum  of  90  days,  and 
this  must  be  fully  secured  by  sound 
and  liquid  collateral.  This  limitation 
should  be  seen  as  a  safeguard  against 
the  possibility  that  BI  will,  under  cer- 
tain circumstances,  provide  banks  with 
large  but  unsecured  credits,  as  it  did 
during  the  early  phases  of  the  crisis. 
The  law  also  calls  for  the  transfer  of 
the  job  of  prudential  supervision  of 
banks  to  a  new,  independent  institut- 
ion by  the  end  of  2002.  However, 
given  the  strong  opposition  from  BI, 
this  provision  has  not  been  imple- 
mented. 

Another  important  piece  of  legis- 
lation enacted  was  a  law  concerning 
amendments  to  the  prevailing  1992 
Banking  Law.  Under  the  revised  law. 
Law  No.  10/1998,  the  foreign  partners 
in  a  joint  venture  bank  need  no  longer 
be  in  the  form  of  a  bank  itself.  For- 
eigners can  now  acquire  shares  in  In- 
donesian banks  directly,  rather  than 
only  through  purchases  of  listed 
shares  in  the  stock  exchange  as  pre- 
viously required.  This  makes  foreign 
non-bank  financial  institutions  and 
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Boxl 


THE  LIPPO  BANK  CASE  -  GOOD  CORPORATE  GOVERNANCE  TEST  CASE 

The  Lippo  Bank  case  tests  the  government's  commitment  to  seriously  implement 
indust^^'^^  corporate  governance,  a  major  impehis  for  reforming  the  banking 

Lippo  Bank's  management  has  been  accused  of  deliberately  lowering  the  value  of 
Its  own  shares  to  allow  its  old  owner,  under  the  Lippo  Group,  to  regain  control  of  the 
bank  at  a  discounted  price.  The  means  used  included  the  issuance  of  different 
hnancial  statements  —one  showing  a  profit,  the  other  a  loss—  and  the  alleged  collaborat- 
ion with  Lippo  Group's  affiliated  brokers  to  systematically  lower  the  bank's  share  price 
oSS'^i""  November  2002.  With  the  share  price  at  its  lowest  by  the  end  of  December 
2002,  the  second  financial  statement  —declaring  a  sudden  drop  in  the  bank's  capital 
adequacy  ratio  (CAR)—  was  used  to  justify  a  rights  issue  in  early  January  that  would 
increase  Lippo  Group's  share  in  the  bank. 

ttidT^^^^  P"*  ^        °"       credibility  of  the  relevant  instihitions  such  as  JSX, 

IBRA,  and  Bapepam.  As  a  majority  shareholder  in  Lippo  Bank,  IBRA  was  pressured 
to  replace  the  bank's  management,  and  had  threatened  to  do  so,  various  times.  How- 
ever, the  extraordinary  shareholder's  meeting  in  April  2003,  decided  to  retain  Mochtar 
Riady  as  the  chairman  of  the  board  of  commissioners.  This  shows  the  inability  of  the 
government,  the  controlling  shareholder  with  an  almost  60%  holding,  to  deal  with 
the  case  that  has  seriously  questioned  the  integrity  of  Riady  and  his  associates. 
The  meeting  failed  to  deal  with  the  main  issue,  which  is  the  ambition  of  the  bank's 
past  owner  to  take  over  the  bailed-out  company. 

The  Capital  Market  Supervisory  Board  {Bapepam)  has  also  failed  to  produce 
a  credible  decision  and  sanction  on  this  issue.  They  were  strongly  criticized  for 
failing  to  adequately  punish  the  board  of  directors  and  commissioners  of  Lippo  Bank 
in  an  alleged  financial  scam.  Non-credible  resolution  of  the  Lippo  case  has  raised 
serious  doubts  over  the  future  of  institutional  reform  in  the  country.  Despite  the 
strong  comments  of  many  financial  analysts,  that  the  case  should  be  considered  as 
a  serious  corporate  fraud,  the  Capital  Market  Supervisory  Agency  (Bapepam)  reduced 
the  case  to  a  level  of  management  mistake.  Bapepam  only  imposed  an  adminis- 
trative sanction  in  the  form  of  a  Rp.  2.5  billion  (US$280,000)  penalty  for  the  Lippo 
Bank  management,  without  further  investigating  the  intentionality  of  the  mistake. 
Bapepam  also  tried  to  transfer  the  responsibility  to  appraisal  agencies  that  did  assess- 
ment on  Lippo  Bank  assets  for  financial  report  purposes. 

The  decision  set  a  bad  precedent  for  the  implementation  of  good  corporate  govern- 
ance and  institutional  reform  in  the  country.  Moreover,  Bapepam  has  also  virtually 
closed  the  door  for  further  criminal  investigation  involving  the  bank's  commissioners 
and  former  owners. 


Other  corporations  eligible  to  pur- 
chase stakes  m  troubled  banks.  More- 
over, whereas  before  the  proportion  of 
foreign-owned  shares  had  to  be  a 
maximum  of  49%,  there  is  now  virtu- 
ally no  limit  at  all  (the  true  limit  is  99%). 


In  terms  of  supervision,  several 
measures  were  also  taken  to  improve 
the  capacity  and  performance  of  the 
central  banks.  IMF's  assessments  on 
the  implementation  of  Basel  Core  Prin- 
ciples indicated  that  Indonesia  has 
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fully  complied  with  2  out  of  25  Basel 
Core  Principles  of  effective  bariking 
supervisions  (BI,  2001).  Occasional  con- 
versations with  bankers  indicated  im- 
provement in  supervision  capacity. 

INDONESIAN  BANKING  RE- 
STRUCTURING AGENCY  (IBRA)'S 
COUNTDOWN 

As  part  of  the  banking  restructuring 
program,  IBRA  received  assets  with 
a  face  value  of  Rp.  550  trillion  includ- 
ing all  transferred  assets  (loans,  non 
core  assets  and  bank  equity)  or  pled- 
ged (under  the  shareholders  settle- 
ment agreements)  to  IBRA  through  end 
2001  for  government  funds  injected  to 
the  banking  sector  Rp.  655.3  trillion^. 
However,  the  market  value  of  those 
assets  was  much  less,  about  38  percent 
of  book  value  in  2001  (Pangestu  and 
Anas,  2002)  due  to  several  factors:  high 
degree  of  impairment  of  transferred 
NPL,  overvaluation  of  pledged  share- 
holders assets  when  originally  trans- 
ferred to  IBRA,  high  depreciation  of 
assets  since  they  were  transferred  to 
IBRA  due  to  poor  management  of  the 


^The  pledge  was  part  of  the  Master  of  Set- 
tlemer\t  ar\d  Acquisition  Agreement  (MSAA) 
or  the  Master  of  Refinancing  and  Note  Is- 
suance Agreement  (MRNIA)  between  the 
major  shareholders  of  closed  banks  and  the 
IBRA.  MSAA  and  MRNIA  were  based  on 
the  adequacy  of  the  assets  pledged  by  the 
shareholder.  The  refinancing  structure  is 
employed,  if  the  value  of  the  assets  is  insuf- 
ficient to  settle  liabilities,  while  the  settle- 
ment structure  comes  into  play,  if  the  value 
is  sufficient. 


assets  and  weaker  condition  of  Indo- 
nesian market.  As  the  market  value  of 
funds  injected  to  the  banking  sector 
was  about  Rp.  655.2  trillion  and  the 
market  value  of  the  assets,  the  cost  of 
restructuring  amounted  to  about  Rp. 
447  trillion  (about  100  percent  the  2001 
GDP). 

In  the  five  years  of  its  establish- 
ment, IBRA's  asset  disposal  was  con- 
sidered late  and  slow.  It  was  only  imtil 
May  1999  when  IBRA  began  its  assets 
sale  and  has  proceeded  slowly  since 
then.  In  many  cases,  IBRA  had  to  take 
legal  actions  against  shareholders  of 
closed  banks  for  allegedly  misleading 
IBRA  about  its  assets,  including  hold- 
ing back  assets  which  were  pledged  by 
the  shareholders  to  cover  the  shortfalls 
of  banks'  assets  below  their  liabilities. 
However,  the  result  was  mixed:  as  an 
illustration,  in  2002  IBRA  lost  in  266 
cases  in  court  (IBRA,  2002). 

In  the  five  years  of  its  existence, 
the  most  difficult  task  for  IBRA  was 
to  conclude  agreements  with  top  ob- 
ligors such  as  Salim,  Syamsul  Nursalim 
and  other  conglomerates.  In  contrast, 
asset  disposal  of  smaller  debtors  were 
considerably  quicker,  as  they  went 
through  the  interest  discount  program 
for  retail  and  SME  loans.  The  program 
involves  the  writing-off  of  debtors'  in- 
terest payments  and  fines'^.  The  main 
purpose  was  to  expedite  the  handling 


This  program  excludes  housing  loans, 
car  loans  and  Credit  Card  loans. 
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of  retail  and  small-  to  medium-scale 
loans,  as  well  as  to  restore  these 
debtors  back  into  the  banking  sys- 
tem through  a  refinancing  mechanism 
and  to  optimize  collection  of  assets 
under  IBRA's  care.  The  registration 
period  for  this  program  began  simulr 
taneously  on  July  24,  2000  and  ended 
on  August  18,  2000.  While  the  total 
amount  of  loans  in  this  category  ac- 
counted for  less  than  5  percent  of  the 
total  loans,  the  number  of  debtors  ac- 
counted for  more  than  50  percent  of 
the  total  debtors. 

On  banking  restructuring,  the  gov- 
ernment undertook  several  options 
for  banks  under  its  control:  recap, 
forced-merger  and  divestment.  Mandiri 
was  the  first  forced  merger  bank  of 
four  state  banks^  absorbing  Rp.  178 
trillion  of  recap  bonds.  Danamon  was 
also  forced  to  merge  with  9  other 
IBRA-controlled  banks^.  The  latest 
forced  merger  was  among  Bank  Bali, 
Universal  Patriot,  Primex  and  Artha- 
media,  to  a  new  bank  names  Permata. 
On  all  merger  cases,  the  ailing  banks 
dragged  down  the  performance  of  the 
core  banks.  However,  in  the  case  of 
Bank  Danamon,  within  two  years,  it 
managed  to  improve  its  performance, 
as  its  divestment  was  considerably 
successful. 


Mandiri  was  the  merger  of  Bank  Bumi 
Daya,  Bank  Dagang  Negara,  Bank  Ekspor  Im- 
por  Indonesia  and  Bapindo 

^Bank  Tiara  Asia,  Bank  PDFCI,  Bank 
Duta,  BNN,  RSI,  Bank  Tamara,  Bank  Pos, 
Bank  Jaya  and  Bank  Rama. 


Table  3 

TOTAL  LOANS  ASSET  DISPOSED 
per  April  30, 2003 

Total  Loan  Asset  Rp.  321.1  Trillion 

Sold  Rp.  2195  Trillion 

Inventory  Rp.  101.6  Trillion 

Source:  Infobank,  calculated 

Approaching  the  2004  deadline, 
IBRA  managed  to  divest  several 
banks  — BCA,  Niaga  and  Danamon — 
but  it  still  has  three  banks  where  it 
holds  the  majority  of  shares:  Lippo 
(59.3  percent),  BII  (93.7  percent)  and 
Permata  (97.7  percent)  with  market 
assets  valued  at  Rp.  6.3  trillion.  Mean- 
while, it  continues  to  have  small  shares 
in  BCA,  Niaga  and  Danamon,  alto- 
gether accounting  for  about  Rp.  5.4 
trillion.  IBRA  sold  its  banks  to  strategic 
partners:  BCA  was  sold  to  Faralon  Con- 
sortium, Niaga  was  sold  to  Commerce 
Assets  Holding  Berhad  and  Danamon 
was  sold  to  Asia  Finance  Consortiiun. 

In  terms  of  loans  disposed,  the 
achievements  were  less  than  75  per- 
cent of  the  target,  although  the  time 
limit  of  IBRA's  operation  is  approach- 
ing fast.  It  will  be  very  difficult  to  have 
the  rest  of  the  loans  disposed,  as  they 
are  much  less  attractive  than  the  ones 
disposed  already.  IBRA  might  -need  to- 
offer  higher  discounts  in  order  to 
attract  investors. 

THE  WAY  FORWARD 

Soon,  IBRA  will  bring  to  an  end 
its  operations  in  early  2004,  while  the 
banking  sector  remains  fragile.  The 
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Box  2 


BANK  INTERNATIONAL  INDONESIA  (BII): 
A  SHOWCASE  OF  IBRA'S  SUPERVISION  FAILURE 

BII  is  the  only  recap  bank  which  has  been  recapitalized  twice.  The  first  recap- 
italization was  in  2001.  On  July  13,2001  Bank  Indonesia,  The  Ministry  of  Finance 
and  IBRA  agreed  to  hand-over  BII  from  BI  to  IBRA  with  the  status  "Bank  in  Re- 
habilitation" (Bank  Dalam  Penyehatan).  Following  the  hand -over,  BII  will  operate 
normally  under  a  newly  appointed  management  team.  The  government  planned 
to  have  Mandiri  to  buy /acquisition  BII.  However,  the  government  later  decided  to 
cancel  the  acquisition  of  BII  by  Bank  Mandiri,  because  all  the  bad  debt  loans  of  The 
Asia  Pulp  and  Papers  (APP)  was  taken  over  by  IBRA  and  the  CAR  of  BII  increased 
automatically. 

But  after  re-capitalization,  the  end  of  2001  and  the  first  half  of  2002  witnessed 
the  deteriorating  performance  of  BII.  Its  CAR  dropped  from  around  7.6%  at  the 
end  of  December  2000  to  -47.4%  at  the  end  of  December  2001.  Meanwhile,  its  non- 
performing  loan  rose  from  22.3  %  to  61.9%  during  the  same  period.  Loan-to-deposit 
ratio  (LDR)  and  return  on  asset  (ROA),  also  deteriorated  in  the  case  of  BII.  During 
the  period  under  consideration,  the  LDR  dropped  from  65.5%  to  34.9%,  while  ROA 
dropped  from  09%  to  -9.7%.  The  Financial  Sector  Policy  Committee  (FSPC)  has 
agreed  to  salvage  BII  from  collapsing  by  allowing  it  to  issue  new  shares  (right  issue) 
to  boost  its  capital.  The  decision  itself,  which  has  provoked  criticism  from  various 
comers,  has  finally  been  approved  by  the  parliament  (DPR)  with  total  cost  of  Rp. 
4.8  trillion.  In  the  right  issues,  public  absorbed  orily  Rp.  68.83  billion,  so  that  IBRA 
as  a  stand-by  buyer  has  to  contribute  about  Rp.  4.7  trillion.  As  of  April  26,  2002, 
the  government's  share  in  BII  rose  from  57%  to  75%  as  the  government  took  away 
the  remaining  share  of  the  former  owner  of  the  bank,  Mr.  Eka  Tjipta  Widjaja. 

The  BII  problem  brings  up  a  more  troubling  question  concerning  the  ability  of 
banking  authorities  (BI  and  IBRA)  to  monitor  banks'  performances.  The  BII  prob- 
lem has  dragged  on  for  quite  a  long  time,  but  neither  the  banking  authorities 
nor  the  management  of  BII  seemed  eager  to  resolve  it  once  and  for  all.  The  persistence 
of  the  problem  indicates  the  incapacity  of  the  banking  authorities  not  only  to  morvitor 
but  also  to  improve  the  governance  of  the  bank  in  question.  Since  BII  is  a  recap- 
italized bank,  the  govenunent  (IBRA)  has  the  right  to  intervene  in  the  management  of 
the  bat\k. 


banking  sector  remains  concentrated 
and  dominated  by  the  state.  Seven  out 
of  the  10  biggest  commercial  banks,  in 
terms  of  assets,  v/ere  either  state  banks 
or  recap-banks  (banks  under  IBRA). 
The  five  state  banks  account  for  about 
70  percent  of  the  banking  sector  assets. 
The  rest  of  the  banking  sector  consists 
of  small  banks. 

In  the  past,  the  performance  of 
state-owned  banks  was  relatively  poor 


compared  to  that  of  the  private  banks. 
Many  suggested  to  have  the  state- 
banks  and  IBRA  banks  privatized  to 
get  them  more  contestable.  However, 
the  progress  of  privatization  to  date 
has  been  slow.  As  of  May  2003,  a  few 
months  before  its  operation  termin- 
ated, IBRA,  managed  to  privatize  three 
banks:  BCA,  Niaga  and  Bank  Da- 
namon.  Meanwhile,  BII,  Lippo  and 
Bank  Permata  remain  in  the  hands 
of  the  government  with  no  clear  dead- 
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line  for  its  divestment.  Privatization 
of  the  giant  Bank  Mandiri  seems  to 
be  half-hearted.  After  several  delays, 
Mandiri  is  now  on  the  sale  process,  but 
with  a  relatively  small  share  being 
offered  to  the  public  (15%).  The  gov- 
ernment needs  to  ensure  the  privat- 
ization process  is  handled  well  and 
more  transparently.  Although  the 
share  offered  in  Mandiri  IPO  is  re- 
latively small,  the  intention  of  making 
it  a  publicly  listed  company  provides 
a  positive  signal. 

For  the  rest  of  the  banking  sector 
which  consists  of  70  small  banks, 
many  view  that  merger  is  one  of  the, 
options  for  a  more  efficient  banking 
sector,  as  it  allows  banks  to  reduce 
costs  and  increase  revenues.  Increas- 
ing CAR  from  8  to  12  percent,  as  re- 
quired by  Basel  II  Core  Principles, 
would  put  pressure  on  banks  to  eng- 
age in  mergers. 

The  second  urgent  issue  that  needs 
to  be  addressed  is  the  existence  of  the 
blanket  guarantee,  which  still  remains 
in  place  since  its  implementation  in 
1998.  The  scheme  was  supposed  to 
last  for  three  years  but  has  been 
extended  indefinitely  when  the  three- 
year  period  expired.  While  the  blanket 
guarantee  was  effective  in  regaining 
public  confidence  on  the  domestic 
banks,  it  nevertheless  caused  moral 
hazard.  To  date,  the  government  has 
already  begun  to  gradually,  but  very 
slowly,  phase  out  guarantees  on  cer- 
tain types  of  banks  liabilities  to  cred- 


itors. Based  on  the  IMF-LOI  bank- 
ing restructuring  program,  the  gov- 
ernment is  required  to  establish  a 
market-oriented  Deposit  Insurance 
Institution.  The  plan  was  to  have 
such  an  institution  established  in  the 
year  2004  (BI,  2001).  While  public  ex- 
pectation to  have  such  an  institution 
has  been  building  up,  the  debate 
should  be  directed  to  deciding  whether 
Indonesia  should  take  a  big  bang  ap- 
proach towards  establishing  such  an 
institution  or  gradually  move  towards 
a  market  oriented  deposit  insurance 
scheme. 

The  third  issue  is  regarding  bank- 
ing supervision.  Law  number  23,  1999 
regarding  the  central  bank  requires 
an  independent  supervisory  body, 
which  should  be  Institution  for  the 
Financial  Sector  (Otoritas  Jasa  Ke- 
uangan/OJK).  Although  the  deadline 
for  setting  up  such  an  agency  was  long 
due,  the  establishment  of  such  an 
overarching  body  still  seems  far  away. 
Under  the  framework  of  OJK,  financial 
supervisory  agencies,  which  are  now 
separated,  will  be  centralized  below 
one  roof.  While  the  Ministry  of  Finance, 
and  the    Directorate  General  for  Fin- 
ancial Institutions  seem  to  be  optim- 
istic about  the  establishment  of  OJK, 
many  think  of  it  as  an  irrational  and 
expensive  choice  for  the  time  being. 
The  existing  supervisory  agencies  are 
Bank  Indonesia's  Supervision  Section 
and  Capital  Market  Supervisory  Board 
and  non-bank  financial  institutions 
supervisory  agencies,  which  are  cur- 
rently under  the  Directorate  General 
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for  Financial  Institutions.  This  would 
result  in  major  and  costly  restructur- 
ing efforts  within  the  government. 
Power  struggles  among  relevant  in- 
stitutions regarding  this  matter  would 
intensify.  As  long  as  the  government 
cannot  make  a  decision  whether  to  es- 
tablish OJK,  the  future  of  the  Indone- 
sian financial  system  remains  imcertain. 

Above  all  those  urgent  issues,  there 
is  an  ultimate  problem  that  the  Indo- 
nesian financial  authorities  failed  to 
address  —  formulating  a  landscape  of 
the  Indonesian  financial  system,  in- 
cluding the  banking  system. 

CONCLUSION 

Five  years  after  the  crisis,  the  gov- 
ernment, BI  and  IBRA  have  taken 
numerous  measures  to  restore  the  col- 
lapsed banking  sector.  However,  we 
still  consider  it  is  too  early  to  conclude 
that  the  Indonesian  banking  sector 
has  became  a  sound  one.  The  banking 
system  remains  large  with  142  banks 
and  is  concentrated  in  the  hands  of 
the  government  via  IBRA  and  state 
banks.  Banks  remain  inefficient  and 
fragile  as  they  have  not  restored  their 
financial  intermediation  function.  Banks 
continue  to  rely  heavily  on  govern- 
ment funds,  SBI  and  government 
bonds,  which  give  high  returns  and 
lower  risk  compared  to  bank  credits, 
giving  less  incentive  for  banks  to  per- 
form their  financial  intermediary  roles. 
As  a  result,  the  larger  part  of  banks' 
interest  income  came  from  those  assets. 


The  banking  sector  badly  needs 
further  reforms.  The  state  dominance 
in  the  banking  sector  needs  to  be  re- 
duced in  order  to  make  the  banking 
sector  more  competitive.  Meanwhile, 
for  the  rest  of  the  banking  sector, 
consisting  of  numerous  small  banks, 
merger  is  one  of  the  options  to  al- 
low them  to  reduce  costs  and  to  in- 
crease revenue.  However,  for  comme- 
rcial banks,  there  is  no  incentive  to 
undertake  merger,  as  long  the  blanket 
guarantee  remains  in  place.  Conse- 
quently, the  blanket  guarantee,  which 
was  supposed  to  last  for  three  years, 
but  was  extended  indefinitely,  needs 
to  be  phased  out  and  replaced  with 
a  market-determined  guarantee  scheme. 
Recently,  expectations  of  having 
such  scheme  have  been  high.  Thus,  the 
governirient  needs  to  prioritize  this 
issue. 

Another  issue,  which  needs  to  be 
settled  in  the  short  term  period,  is 
whether  to  establish  the  Supervision 
Institution  for  the  Financial  Sector  {Oto- 
ritas  Jasa  Keuangan /0]K).  The  power- 
struggle  between  the  Ministry  of  Fin- 
ance and  Bank  Indonesia  has  created 
uncertainties  on  the  future  of  the  In- 
donesian financial  system. 

Lastly,  on  top  of  all  those  urgent 
issues,  the  Indonesian  financial  auth- 
ority needs  to  formulate  a  landscape 
of  the  Indonesian  financial  system, 
including  the  banking  system  to  pro- 
vide clearer  guidelines  for  the  future 
of  the  Indonesian  financial  system. 
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Social  Implications  of  the 
Indonesian  Economic  Crisis 

Ari  A.  Perdana  and  Arya  B.  Gaduh 


INTRODUCTION 

AMIDST  a  five-year  long  crisis, 
the  Indonesian  economy  has 
been  undergoing  structural 
adjustments  which,  coupled  with  their 
effects  on  future  economic  perform- 
ance, have  had  social  implications. 
Feridhanusetyawan  (1999)  suggested 
three  channels  through  which  struc- 
tural adjustments  may  have  social  im- 
plicatior\s:  (1)  the  labor  market  adjust- 
ments associated  with  structural  ad- 
justments; (2)  the  changing  pattern  of 
household  expenditure,  initiated  by 
reduction  in  real  incomes;  and,  (3)  ad- 
justment effects  on  government  spend- 
ing for  social  programs.  At  the  onset 
of  the  crisis,  many  ,  feared  that  the 
social  implications  might  be  very  sign- 
ificant and  negative.  However,  the  eco- 
nomy has  adjusted  very  well  to  the 
crisis;  and  more  importantly,  a  set  of 
fiscal  policies  — despite  imperfections 
and  inefficiencies —  have  managed  to 
lessen  the  adverse  impacts  of  ad- 
justments to  poor  households. 


This  article  documents  those  im- 
plications, focusing  on  adjustments  in 
the  labor  market  and  the  impacts  on 
poverty.  First,  it  discusses  labor  market 
adjustments  that  resulted  from  the 
crisis.  Generally,  these  adjustments  fol- 
low the  pattern  in  the  real  sector, 
where  deindustrialization  and  defor- 
malization  of  the  economy  occurred.^ 
As  in  previous  crises,  the  rural  eco- 
nomy cushioned  the  economy  from 
the  worst  effects  of  the  crisis  by  absorb- 
ing a  lot  of  the  increased  unemploy- 
ment caused  by  the  contraction  of  the 
urban  economy.  The  next  section  dis- 
cusses the  effects  of  adjustment  at  the 
micro-level,  parhcularly  on  poor  house- 
holds and  a  regional  and  sectoral 
analysis  based  on  headcount  poverty. 
In  addition  to  some  issues  regarding 
the  severity,  depth  and  vulnerability 
of  poverty,  this  article  also  presents 
some  of  the  policy  measures  imple- 


For  a  review  of  the  real  sector  adjust- 
ments during  the  crisis,  see  Aswicahyono 
and  Maidir  (2003)  elsewhere  in  this  issue. 
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Table  1 

 OPEN  UNEMPLOYMENT  AND  UNDEREMPLOYMENT:  1997-1999 


Aug-97  Aug-98  Aug-99 


Source:  CBS  (2000) 

Note:  Underemployment  excludes  voluntary  underemployment 


Open  unemploymet  (in  million)  4J8 

Open  unemployment  rate  4.590/^  5  4^0/^         ^  ^^^^ 

Underemployment  (in  million)  10  67  8.57          11  OR 

Underemployment  rate  9.28% 

Open  unemployment  +  Underemployment  (in  million)  14.86  13.61 

Open  unemployment  +  Underemployment  rate  16.65%  14.74% 


9.28%  12.63% 
18.01 


18.98% 


mented  as  part  of  the  adjustment  stra- 
tegy to  protect  the  poor  from  the  ad- 
verse impacts  of  structural  adjustments. 
The  entire  discussion  is  then  concluded 
in  the  final  section. 

LABOR  MARKET  ADJUSTMENTS 

The  initial  impacts  of  the  crisis 
were  translated  into  massive  output 
contractions  in  the  various  sectors. 
These  contractions  initiated  massive 
layoffs  in  the  modern  sector,  prompt- 
ing concerns  over  serious  unemploy- 
ment problems.  These  concerns  over 
an  immediate  increase  in  unemploy- 
ment, however,  did  not  materialize 
because  the  labor  market  adjusted 
well  enough  to  allow  sectoral  mobility 
from    modern    to    more  traditional 
sectors.  Instead,  the  labor  market  ad- 
justed by  depressing  real  wages  ac- 
companied by  an  increase  in  labor 
participation,  compensating  for  reduct- 
ions in  real  incomes.  In  this  sense, 
the  neoclassical  flexible  wages  model 
is  more  appropriate  than  the  Keynesian 
fixed  wage  model  in  describing  the 


adjustment  of  the  labor  market  during 
the  crisis.^ 

Table  1  above  summarizes  what 
happened   to  employment  between 
1997-99.  Open  unemployment  rate,  de- 
fined by  the  Central  Board  of  Statistics 
(CBS)  as  the  number  of  people  work- 
ing at  least  an  hour  a  week  divided 
by  the  labor  force,  increased  slightly 
from  4.7%  just  before  the  crisis  to  6.4% 
in  1999  —  an  increase  of  about  2  million 
people.  Given  its  slackness,  one  might 
suspect  that  the  definition  of  unem- 
ployment rate  hid  an  important  dyn- 
amics with  regard  to  unemployment 
rates.  Yet,  when  we  look  at  the  under- 
employment rate  (defined  as  the  num- 
ber of  people  working  less  than  35 
hours  a  week  divided  by  total  labor 
force),  as  well  as  the  total  of  unem- 
ployment and  underemployment,  we 
see  a  similarly  slight  increase  in  the 
total  rale.  Although  still  significant 
in  absolute  terms,  this  increase  in 


See  also  Manning  (2000);  Feridhanu- 
selyawan  (2000). 
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Table  2 

GROWTH  OF  WAGES  AND  PRODUCTIVITY,  1995-2000 


95-96 

96-97 

97-98 

98-99 

99-00 

97-00 

Labor  Productivity 

5.5 

3.1 

-13.7 

-0.4 

3.6 

-11.1 

Nominal  Wages 

15.7 

16.2 

17.2 

22.9 

24 

78.7 

Real  Wages 

6.5 

3.3 

-33.1 

6.7 

11.7 

-20.2 

Source:  Calculated  from  CBS  data 

Note:  Deflated  by  sectoral  GDP  price  deflator 


unemployment  and  underemployment 
rate  was  relatively  mild. 

What  explains  this  mild  adjust- 
ment in  the  number  of  unemployed 
and  underemployed?  One  plausible 
explanation  is  that  in  the  absence  of 
social  security  benefits,  workers  could 
not  afford  to  be  unemployed.  As  such, 
for  the  labor  market  to  accommodate 
the  massive  contraction  in  the  real 
sector,  adjustment  must  happen  else- 
where. Given  the  flexibility  of  the 
labor  market,  mainly  due  to  the  low 
bargaining  power  of  labor  in  the  pre- 
crisis  era,  the  adjustment  to  the  crisis 
ended  up  in  the  fall  of  real  wages. 
That  is,  workers  chose  to  take  pay 
cuts  (which,  in  real  terms,  can  be  seen 
as  a  nominal  raise  below  the  inflation 
rate)  over  getting  laid  off. 

Table  2  above  shows  that  this  is  in- 
deed what  happened  between  1997-98. 
Immediately  after  the  crisis,  real  wages 
fell  by  33.1%,  falling  more  sharply 
than  labor  productivity  that  fell  by 
13.7%.^  This  imbalance  in  between  the 


Labor  productivity  is  real  gross  dom- 
estic product  (GDP)  divided  by  employ- 


fall  of  productivity  and  real  wages  was, 
to  a  certain  extent,  a  result  of  the  po- 
litics at  the  time,  as  the  government, 
in  its  attempt  to  help  failing  enter- 
prises, delayed  the  armual  increase  in 
minimum  wages  in  1998.  The  govern- 
ment partly  compensated  with  subse- 
quent increases  in  1999  and  2000,  but 
these  increases  had  not  kept  up  with 
inflation  —  which  partly  explained  why 
between  1997-2000  the  fall  in  real 
wages  was  still  larger  than  that  in 
productivity.  However,  with  stronger 
labor  unions  in  a  more  democratized 
enviromnent,  there  was  a  trend  of  real 
wages  increasing  faster  than  produc- 
tivity: between  1999  and  2000,  real 
wages  grew  by  11.7%  while  product- 
ivity only  grew  by  3.6%.  Whether  this 
trend  would  continue  depends  on  the 
relative  strength  of  labor  unions  vis- 
a-vis capital  owners  in  future  Indo- 
nesian politics. 


ment.  Given  the  limited  availability  of  data 
on  employment  in  the  informal  sector,  the 
labor  productivity  figures  above  need  to 
be  taken  with  a  grain  of  salt,  because  figures 
for  the  real  GDP  describe  the  whole  eco- 
nomy, while  those  for  employment  only 
describe  employees  of  the  formal  sector. 
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Table  3 


EMPLOYMENT  STATUS  OF  INDONESIAN  WORKERS,  1990-1999 


Number  (million) 


Percent 


Growth  (%  p.a.) 


1997 

1998 

1999 

1997 

1998 

1999 

90-96 

97-98 

98-99 

97-00 

Total 

85.41 

87.67 

88.81 

100.0 

100.0 

100.0 

2.2 

2.7 

13 

3.8 

Formal 

31.74 

30.33 

31.93 

37.2 

34.6 

36.0 

5.6 

-4.4 

5.3 

0.6 

Informal 

53.66 

57.34 

56.88 

62.8 

65.4 

64.0 

0.6 

6.9 

-0.8 

5.7 

Urban 

29.35 

30.30 

32.32 

100.0 

100.0 

100.0 

6.9 

3.2 

6.7 

9.2 

Formal 

16.80 

16.45 

17.53 

57.2 

54.3 

54.2 

7.4 

-2.0 

6.6 

4.2 

Informal 

12.56 

13.85 

14.79 

42.8 

45.7 

45.8 

6.3 

10.3 

6.8 

15.1 

Rural 

56.05 

57.37 

56.49 

100.0 

100.0 

100.0 

0.3 

2.3 

-1.5 

0.8 

Formal 

14.95 

13.88 

14.40 

26.7 

24.2 

25.5 

3.7 

-7.2 

3.8 

-3.8 

Informal 

41.10 

43.49 

42.09 

73.3 

75.8 

74.5 

-0.6 

5.8 

-3.2 

2.3 

Source:  Central  Board  of  Statistics,  Sakemas  Data,  various  years 


The  'Three  D's"  of  Adjustment 

The  early  labor  market  adjustment 
resulting  from  the  crisis  can  be  char- 
acterized by  the  "three  D's"  —  deindus- 
trialization,  deformalization,  and  deur- 
banization.  These  characteristics  are 
somewhat  intuitive  once  we  recognize 
that  the  sharp  depreciation  of  the  Ru- 
piah  paralyzed  mainly  industries  in 
the  formal  sector  that  relied  heavily 
on  import  and  foreign  money,  such  as 
manufacturing  and  construction  which 
were  mostly  built  in  major  urban 
areas.  Immediately  after  the  crisis  hit 
and  massive  layoffs  occurred,  workers 
— who  needed  to  find  substitute  em- 
ployment—  had  found  jobs  in  tradit- 
ional and  informal  sectors,  most  of 
which  were  located  in  the  rural  areas. 
In  this  sense,  the  crisis  was  an  urban 
phenomenon.  Yet,  this  trend  lasted  only 
in  so  far  as  the  recovery  of  the  modem 
sector  took  place. 

Concerning  the  other  two  charact- 
eristics of  adjustment.  Table  3  above 


supports  the  notion  of  de-formaliza- 
tion  and  de-urbanization  of  the  labor 
market  —  at  least  early  in  the  crisis.  The 
annual  growth  of  employment  in  the 
formal  sector,  which  had  been  strong 
at  5.6%  between  1990-1996,  suddenly 
turned  negative  at  -4.4%  immediately 
after  the  crisis.  On  the  other  hand,  be- 
tween 1997-1998,  when  the  crisis  was 
at  its  worst,  the  informal  sector  ex- 
perienced an  unprecedented  annual 
growth  relative  to  the  previous  six 
years,  jumping  from  0.6%  to  6.9%.  A 
similar  trend  can  be  seen  in  urban- 
rural  unemployment,  with  a  drop  of 
the  annual  growth  of  urban  employ- 
ment from  6.9%  between  1990-1999,  to 
3.2%  in  1997-1998,  in  contrast  to  the  in- 
crease'of  the  annual  growth  of  rural 
employment  from  0.3%  to  2.3%  in  the 
same  periods.^ 


"•when  we  trace  actual  displacements, 
using  the  specialized  1998  Sakernas,  we 
found  displacement  patterns  that  conform 
to  the  notions  of  deindustrialization,  defor- 
malization, and  deurbanization.  See  Feridha- 
nusetyawan  and  Gaduh  (2000). 
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Table  4 


REAL  WAGE  GROTH  BY  URBAN-RURAL,  1990-1999 


1997-98 

1998-99 

1999-00 

1997-00 

Urban  (deflated  by  Non-Agriculture  GDP  Deflactor) 

-35.1 

6.3 

8.6 

-25.1 

Rural  (deflated  by  Non- Agriculture  GDP  Deflactor) 

-29.8 

2.4 

21.5 

-12.7 

Source:  Calculated  from  Sakerms  Data 


Table  5 


PATTERN  OF  SECTORAL  EMPLOYMENT,  1990-1999 


Sector  Number  (million)  Percent  Growth 


1997 

1998 

1999 

1997 

1998 

1999 

90-96 

97-98 

98-99 

97-99 

Total 

85.41 

87.67 

88.81 

100.0 

100.0 

100.0 

2.0 

2.7 

13 

3.8 

1  _ 

Agriculture 

34.79 

39.41 

38.38 

40.7 

45.0 

43.2 

-1.9 

13.3 

-2.6 

9.3 

2. 

Mining 

0.88 

0.67 

0.73 

1.0 

0.8 

0.8 

6.4 

-23.0 

7.7 

-20.6 

3. 

Manufacturing 

11.01 

9.93 

11.52 

12.9 

11.3 

13.0 

5.6 

-9.8 

15.9 

4.4 

4. 

Utilities 

0.23 

0.15 

0.19 

0.3 

0.2 

0.2 

3.2 

-37.0 

28.1 

-23.9 

5. 

Coi\struction 

4.18 

3.52 

3.42 

4.9 

4.0 

3.8 

10.2 

-15.9 

-3.0 

-22.5 

6. 

Trade 

16.95 

16.81 

17.53 

19.9 

19.2 

19.7 

6.3 

-0.8 

4.2 

3.3 

7. 

Transport  & 

Communication  ' 

"^4.13 

4.15 

4.20 

4.8 

4.7 

4.7 

8.9 

0.7 

1.3 

1.9 

8. 

Financial  Services 

0.66 

0.62 

0.63 

0.8 

0.7 

0.7 

6.1 

-6.0 

2.7 

-3.6 

9. 

Services 

12.57 

12.39 

12.22 

14.7 

14.1 

13.8 

4.3 

-1.4 

-1.4 

-2.9 

Source:  CBS,  Sakemas  Data,  various  years 


Table  4  further  supports  the  notion 
of  deurbanization,  and  that  the  crisis 
was  mainly  an  urban  phenomenon. 
Immediately  after  the  crisis,  real  wages 
in  the  urban  sector  contracted  by 
35.1%,  much  higher  than  29.8%  con- 
traction in  the  rural  sector.  Between 
1997-2000,  real  wages  in  the  urban 
sector  contracted  by  25%  —  almost 
doubled  that  in  the  rural  sector.  This 
has  important  social  implications  since, 
intuitively,  there  would  be  more  trad- 
itional social  safety  nets  in  the  rural 
areas.  A  sharp  fall  in  real  wages  in  the 
urban  sector  would  have  more  se- 
rious implications  to  the  poor,  than  a 
similar  fall  in  the  rural  sector.  That 
real  wages  actually  fell  more  sharply 


in  the  urban  sector  partly  explained 
why  poverty  was  more  severe  in  the 
urban  than  in  the  rural  area. 

Sectoral  analysis  confirms  the  first 
characteristic  of  adjustment,  namely 
deindustrialization.  After  experiencing 
positive  armual  growth  averaging  5.6% 
between  1990-1996,  employments  in 
the  manufacturing  sector  contracted 
by  almost  10%  between  1997-1998. 
Similarly,  the  annual  growth  of  em- 
ployment in  the  construction  sector 
dropped  from  10.2%  prior  to  the  crisis 
to  -15.9%  in  1997-1998.  A  similar  pat- 
tern can  be  seen  in  most  other  modem 
sectors.  In  contrast,  agriculture  — which 
experienced  negative  growth  prior  to 
the  crisis —  suddenly  grew  significantly 
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Table  6 


GROWTH  OF  WAGES  AND  PRODUCTIVITY,  1995-2000 


95-96 

96-97 

97-98 

98-99 

99-00 

97-00 

Agriculture 

0.0 

Labor  Productivity 

1 1 

0.0 

o.a 

-o.o 

-o.y 

Nominal  Wages 

1  Q 

■^n  7 

99  7 

9n  Q 

Keai  wages 

a 
»j 

-1  1 

"1.  JL, 

0  4 

22  1 

-7  6 

Manufacturing 

-10.5 

4.9 

-6.1 

Labor  Productivity 

11.9 

1.1 

0.0 

Nominal  Wages 

17.7 

18.4 

11.0 

19.7 

32.6 

76.2 

Real  Wages 

5.6 

1.1 

-30.8 

3.2 

20.6 

-6.5 

Services 

Labor  Productivity 

-2.9 

-2.9 

-1.9 

0.1 

5.4 

3.5 

Nominal  Wages 

18.1 

8.4 

20.8 

18.2 

28.6 

83.5 

Real  Wages 

7.3 

-7.1 

-20.8 

-5.8 

13.3 

-10.7 

Source:  Calculated  from  CBS  data 

Note:  Deflated  by  sectoral  GDP  price  deflator 


by  13.3%  in  1997-1998.  With  the  ad- 
ditional data  on  labor  displacements 
from  the  1998  Sakernas,  we  can  see 
that  agriculture  (and  the  rural  eco- 
nomy) had  cushioned  the  economy  by 
absorbing  a  lot  of  employment  shed  by 
the  modem  sectors.^ 

These  movements  of  employment 
affected  labor  productivity.  In  1997- 
1998,  with  the  crisis  at  its  worst,  the 
massive  inflow  of  workers  into  the 
agricultural  sector  pulled  the  labor 
productivity  down  (see  Table  6).  Mean- 
while, productivity  in  the  manufactur- 
ing was  not  -s-ignificantly  changed 
even  though  it  was  among  the  sectors 
with  massive  contractions.  This  phe- 
nomenon perhaps  can  be  attributed 
to  the  flexibility  of  the  labor  market  in 
manufacturing,  where  capital  owners 


^For  details,  see  Feridhanusetyawan  and 
Gaduh  (2000). 


can  layoff  workers  easily  at  the  dawn 
of  the  crisis. 

The  phenomenon  described  by  the 
three  D's  that  characterized  the  early 
adjustment  period  had  raised  con- 
cerns among  economists.  Generally, 
it  suggested  that  the  economy  was 
moving  towards  less  productive  sectors. 
If  the  trend  persisted,  this  would  imply 
that  the  economy  would  reach  a  low- 
equilibrium  path,  which  in  the  long 
run,  would  result  in  lower  overall  wel- 
fare. However,  the  data  for  1999  in 
Table  3  and  Table  5  suggest  that  the 
shift  towards  traditional  sectors  was 
temporary.  As  the  exchange  rate  had 
been  stable  and  the  windfall  profit 
from  agricultural  exports  diminished, 
the  agricultural  sector  became  less 
attractive  in  1999.  Meanwhile,  other 
than  construction,  employment  in  all 
modern  sectors  that  experienced  ne- 
gative growth  in  1998,  regained  their 
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positive  growth  rates  in  1999.  This 
initial  surge  of  employment  into  the 
manufacturing  sector  in  1999  lowered 
labor  productivity  temporarily. 

The  Gender  Dimension  of  Adjust- 
ment 

Women  also  had  a  share  in  cushion- 
ing the  social  impacts  of  the  initial 
stage  of  the  crisis  in  the  same  way  as 
the  absorption  capacity  of  the  agricul- 
tural sector  had  prevented  massive 
imemployment  increases  in  1998.  Qual- 
itative surveys,  such  as  done  by 
SMERU  (1999),  suggested  that  incre- 
ased imemployment  had  often  encour- 
aged, if  not  forced,  women  to  partici- 
pate in  the  labor  force  in  order  to  help 
their  families  cope  with  the  crisis.  In- 
creased participation  of  women  might 
have  contributed  to  the  measured  de- 
cline of  poor  household  incomes  during 


the  worst  period  of  the  crisis.  The 
data,  shown  in  Table  7  below,  support 
such  a  notion. 

Table  7  shows  that  the  growth  in 
the  size  of  the  male  labor  force  was 
generally  stable  before  and  during 
the  crisis.  However,  the  growth  in  the 
size  of  the  female  labor  force  — i.e., 
women  who  were  looking  for  a  job — 
experienced  a  surge  early  in  the  crisis 
in  1998.  We  can  also  see  a  similar  surge 
in  the  growth  of  the  number  employed 
of  4.2%  for  female  workers,  compared 
to  1.7%  for  male  workers.  Yet,  this 
growth  trend  did  not  last  for  long  in 
1999,  as  the  growth  in  the  size  of  the 
female  labor  force  and  female  employ- 
ment fell  to  rates  lower  than  the  pre- 
crisis  annual  growth.  This  suggested 
that  the  initial  surge  of  female  labor 
participation  was  motivated  by  con- 
cerns over  lowered  quality  of  life  due 


Table  7 


INDONESIAN  LABOR  FORCE,  1990-1999 


Number  (million)  Percent  Growth  (%) 


1997 

1998 

1999 

1997 

1998 

1999 

90-96 

97-98 

98-99 

97-99 

General 

Working  age  population 

135.07 

138.56 

141.09 

100.0 

100.0 

100.0 

2.5 

2.6 

1.8 

4.5 

Labor  Force 

Total 

89.60 

92.74 

94.84 

100.0 

100.0 

100.0 

2.6 

3.5 

2.3 

5.8 

Male 

55.27 

56.76 

58.43 

61.7 

61.2 

61.6 

2.7 

2.7 

2.9 

5.7 

Female 

34.34 

35.97 

36.41 

38.3 

38.8 

38.4 

2.5 

4.8 

1.2 

6.0 

Population  employed 

2.7 

1.3 

4.0 

Total 

85.41 

87.67 

88.81 

100.0 

100.0 

100.0 

2.2 

Male 

53.01 

53.90 

54.90 

62.1 

61.5 

61.8 

2.4 

1.7 

1.9 

3.6 

Female 

32.40 

33.77 

33.91 

37.9 

38.5 

38.2 

2.0 

4.2 

0.4 

4.7 

People  looking  for  jobs 

4.20 

5.06 

6.03 

4.7 

5.5 

6.4 

13.4 

20.6 

19.1 

43.6 

Not  in  the  Labor  Force 

45.47 

45.82 

46.24 

33.7 

33.1 

32.8 

2.2 

0.8 

0.9 

1.7 

Source:  CBS,  Sakemas  Data,  various  years 
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Table  8 

REAL  WAGE  GROWTH  BY  GENDER, 
1990-1999 


1997-98 

1998-99 

1999-00 

1997-00 

Male 

-32.8 

6.1 

12.9 

-19.5 

Female 

-32.8 

8.6 

9.0 

-20.5 

Source:  Calculated  from  Sakemas  Data 


to  the  crisis  —  and  not  because  of 
more  employment  opportunities  for 
women  during  the  crisis;  and  as  signs 
of  recovery  shows,  many  women  read- 
justed their  behaviors,  resulting  in  the 
falling  number  of  female  labor  parti- 
cipation in  1999. 

A  concern  in  discussions  on  the  • 
gender  dimension  of  labor  market 
adjustment  is  whether  adjustment 
widened  the  income  gap  between  male 
and  female  labor.  Table  8  above  sug- 
gests that  this  did  not  happen.  Real 
wages  dropped  as  sharply  for  both 
male  and  female  labors,  but  the  initial 
rebound  was  stronger  for  female 
workers.  The  recovery  of  real  wages 
took  a  bit  longer  for  male  workers, 
but  overall  the  fall  in  real  wages  was 
more  or  less  similar  for  male  and 
female  workers. 

POVERTY  IMPACT  OF  THE  CRISIS 

The  household-level  adjustment  of 
the  crisis  took  the  form  of  changing 
patterns  of  household  income  expend- 
iture. The  sharp  reduction  in  real  in- 
come discussed  above  forced  people 
to  either  work  for  a  relatively  less 
income,  consume  their  savings  or  sell 


their  assets  to  cope  with  increasing 
expenditure.  The  increase  in  prices  was 
three  or  four  times  larger  than  the  in- 
crease in  nominal  wages,  such  that  the 
purchasing  power  of  the  family  could 
decline  by  around  a  half.  On  the  ex- 
penditure side,  the  doubling  of  prices, 
especially  those  of  food,  forced  peo- 
ple to  reduce  and  substitute  their 
spending  on  secondary  and  tertiary 
needs  for  basic  needs.  For  low-income 
families,  whose  expenditure  consisted 
mainly  of  food  consumption,  the  sharp 
increase  in  food  prices  significantly  re- 
duced their  purchasing  power,  lowered 
their  food  consumption,  and  even  led 
to  starvation  in  some  cases. 

The  limited  capacity  of  the  govern- 
ment in  providing  an  adequate  safety 
net  mechanism  worsened  the  social 
impact  of  the  crisis.  The  government's 
budgetary  constraints  — mainly  result- 
ing from  exchange  rate  depreciation — 
led  to  smaller  public  spending  for 
education,  health  and  other  services,  as 
well  as  a  reduced  ability  of  the  govern- 
ment to  maintain  subsidies  for  fuel, 
electricity  or  basic  food.  All  these  im- 
ply increased  poverty. 

In  describing  poverty  trends,  we  can 
differentiate  the  timeline  between,  the 
period  up  to  the  peak  of  the  crisis 
(1998),  and  the  aftermath  of  it  (post- 
1998).  The  first  period  is  characterized 
by  a  high  jump  of  the  poverty  rates. 
The  latter  period  shows  a  declining 
trend  of  poverty,  although  poverty  rates 
are  still  above  the  pre-crisis  condition. 
Table  9  presents  the  results  of  the  of- 
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ficial^  headcount  poverty  calculation/ 
It  shows  that  the  crisis  has  increased 
the  number  of  households  below  the 
poverty  line  from  34.5  million  (17.7% 
of  total  population)  in  1996  to  49.5 
million  (or  24.2%)  in  1998.^  However, 
some  argued  that  the  CBS  calculation 
was  an  overestimate,  and  did  not  re- 
flect the  real  situation.  Among  other 
methodological  issues,  the  studies 
based  their  calculation  on  the  changes 
in  income,  rather  than  expenditure, 
due  to  the  crisis.  Nominal  household 
income  was  assumed  to  be  unchanged 
by  ILO/UNDP,  and  slightly  falling 
according  to  BPS.  This  might  not  be 
the  case  if  the  estimations  had  been 
carried  out  using  expenditure  data. 
As  Booth  (1999b:  3)  argues: 

"...Certainly  it  was  not  immediately  ob- 
vious why  a  reduction  in  GDP  of  around 
13  percent  in  1998  would  lead  to  such 


^he  official  headcount  poverty  figure 
is  the  one  published  by  the  Central  Board 
of  Statistics  (CBS).  The  poverty  rate  is  cal- 
culated based  on  the  National  Socio-Eco- 
nomic  Survey  (SUSENAS).  SUSENAS  is 
conducted  every  three  years,  covering  about 
65,000  households  across  Indonesia.  The 
database  consists  of  the  core  data  and 
several  module  data,  including  consumpt- 
ion module.  We  use  1996  as  the  pre-crisis 
benchmark  because  it  was  the  last  of  the 
CBS's  pre-crisis  socio-economic  survey. 

Headcount  poverty  rate  is  the  percent- 
age of  poor  households  in  total  population. 

®In  the  1998  survey  CBS  changed  its 
methodology  on  calculating  poverty  by  re- 
vising the  non-food  bundle.  For  example, 
the  expenditure  for  schooling  was  revised 
to  take  accounts  the  nine-year  compulsory 
schooling,  previously  only  six  years.  Then 
it  revised  the  1996  figure,  adjusting  to  the 
1998  methodology.  In  the  table  we  present 
both  calculation  of  the  1996  figure. 


a  huge  increase  in  the  proportion  of  the 
population  under  the  poverty  line  ... 
The  severe  GDP  contraction  will  have 
a  much  adverse  effect,  at  least  in  the 
short  run,  on  the  investment  component 
...  than  on  the  consumption  expend- 
iture. In  the  short  run  at  least,  poverty 
estimates  are  driven  by  changes  in  real 
consumption  expenditures  rather  than 
changes  in  real  GDP." 

Empirical  evidence  supports  this 
argument.  As  discussed  in  the  labor 
section  earlier,  nominal  wage  increased 
by  around  16-17%,  and  according  to 
Feridhanusetyawan  (1999)  the  house- 
hold nominal  expenditure  increased 
by  around  30%.  Several  studies  have 
come  up  with  lower  numbers  of  the 
1998  poverty  rate  than  the  BPS  calcul- 
ation, i.e..  World  Bank  (1999),  Franken- 
berg  et.al.  (1999)  and  Poppele  et.al. 
(1999).  Nevertheless,  while  these  studies 
came  up  with  different  numbers  of 
poverty  as  the  result  of  the  crisis,  they 
unanimously  suggested  worsening  pov- 
erty following  the  crisis. 

The  decline  in  food  prices  since  the 
second  quarter  of  1999  contributed 
significantly  to  the  decline  in  poverty 
incidence,  as  the  poverty  line  went 
down  by  2%  and  6%  in  urban  and 
rural  areas  respectively  (CBS  2002:  583). 
As  a  result,  poverty  rates  started  to 
decline  after  reaching  its  peak  in  1998: 
In  1999,  CBS  published  two  official 
poverty  figures.  The  first  is  based  on 
the  regular  full  SUSENAS  conducted 
in  February.  A  slight  progress  in  the 
economy,  especially  with  a  lower  in- 
flation and  the  return  to  a  positive 
GDP  growth,  had  reduced  the  number 
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of  poor  households  to  48.4  million 
(23.5%).  The  second,  based  on  another 
Mini-SUSENAS  in  August,  shows  a 
more  significant  decline  in  poverty  to 
37.5  million  (18.2%). 

Poverty  figures  in  the  subsequent 
years  are  estimated  based  on  the  core 
database  of  full  SUSENAS.  Excluding 
the  two  troubled  provinces  of  Aceh 
and  Maluku,  poverty  rate  and  incid- 
ence show  a  declining  trend  since  Feb- 
ruary 1999.  It  is  not  possible  to  make  a 
direct  comparison  with  the  August 
1999  figures  since  the  one  was  tech- 
nically based  on  a  different  survey. 
The  success  of  price  stabilization,  es- 
pecially on  food  commodities,  is  re- 
flected in  the  declining  poverty  lines  ' 


from  February  1999  to  2000.  Poverty 
incidence  continued  to  decline,  al- 
beit slightly,  in  2001.  As  the  economy 
continued  to  recover,  the  average  real 
income  of  the  poor  was  rising.  Hence, 
although  poverty  line  increased,  aver- 
age nominal  income  had  mounted  more 
than  the  increase  in  the  poverty  line. 

DISAGGREGATED  POVERTY  FIG- 
URES 

Regional  Analysis 

The  official  poverty  statistics  in 
Table  9  shows  poverty  incidence  and 
headcount  poverty  rate  that  are 
always  higher  in  the  rural  than  in 
urban  areas.  But  if  we  consider  the  re- 
lative change  of  poverty  before  and 


Table  9 

OFFICIAL  POVERTY  LINE,  POVERTY  RATE  AND 
POOR  POPULATION,  1996-2001 


Poverty  Line  (Rp)       Headcount  Poverty  Rate  (%)       Poor  Population  (million) 


Urban 

Rural 

Urban 

Rural 

Total 

Urban 

Rural 

Total 

1996^ 

38,246 

27,413 

9.7 

12.3 

11.3 

7.2 

15.3 

22.5 

1996'' 

42,032 

31,366 

13.6 

19.9 

17.7 

9.6 

24.9 

34.5 

1998"^ 

96,959 

72,780 

21.9 

25.7 

24.2 

17.6 

31.9 

49.5 

92,409 

74,272 

19.5 

26.1 

23.5 

15.7 

32.7 

48.4 

1999" 

(19.4) 

(26.0) 

(23.4) 

(15.6) 

(32.3) 

(48.0) 

89,845 

69,420 

15.1 

20.2 

18.2 

12.4 

25.1 

37.5 

(15.0) 

(20.0) 

(18.0) 

(12.3) 

(24.8) 

(37.1) 

2000' 

91,632 

73,648 

14.6 

22.1 

18.9 

12.1 

25.2 

37.3 

20018 

100,011 

80,832 

9.8 

24.9 

18.4 

8.5 

28.6 

37.1 

Source:  CBS,  Statistics  Indonesia  (2000,  2001) 
Notes: 

'  Based  on  the  1996  SUSENAS  database  and  standard 
Based  on  the  1996  SUSENAS  database,  applying  new  (1998)  standard 

'  Based  on  the  December  1998  1998  Mini-SUSENAS 
Based  on  the  February  1999  SUSENAS 

'  Based  on  the  August  1999  Mini-SUSENAS 

'  Estimated  result  on  the  2000  SUSENAS  Core  data,  excluding  Maluku  and  Aceh 
8  Estimated  result  on  the  2001  SUSENAS  Core  data,  excluding  Maluku  and  Aceh 
The  number  in  parentheses  are  figures  without  East  Timor 


SOCIAL  IMPLICATIONS  OF  THE  INDONESIAN  ECONOMIC  CRISIS 


219 


Table  10 

HEADCOUNT  POVERTY  RATE  AND  POOR  POPULATION 
BY  GROUP  OF  ISLANDS,  1996-1999 


Headcount  poverty  rate  (%)  Number  of  poor 

Group  of  Islands    households  (million) 


19961 

1999 

%_96-99 

1996^ 

1999 

%_96-99 

Sumatera 

15.46 

19.81 

28.14 

6.3 

8.6 

36.51 

Jawa  &  Bali 

16.32 

23.34 

43.01 

19.3 

28.9 

49.74 

Kalimantan 

15.01 

19.87 

32.28 

1.6 

2.2 

37.50 

Sulawesi 

19.19 

21.10 

9.95 

2.6 

3.1 

19.23 

Other  islands 

38.54 

43.51 

12.90 

4.7 

5.6 

19.15 

Western  Indonesia 

(43.57) 

(5.2) 

16.10 

22.42 

39.25 

25.6 

37.5 

46.48 

Eastern  Indonesia 

24.42 

28.21 

15.52 

8.9 

10.89 

22.36 

Indonesia 

(27.87) 

(10.5) 

17.65 

23.51 

33.20 

34.5 

48.4 

40.29 

(48.0) 

(23.43) 

Source:  CBS,  Statistics  Indonesia  (2000, 2001) 
Notes: 


'  Based  on  the  1996  SUSENAS  database,  applying  new  (1998)  standard 
^  The  number  in  parentheses  are  figures  without  East  Timor 


after  the  crisis,  it  appears  that  urban 
poverty  rises  faster  than  rural  poverty. 
Comparing  the  data  from  two  full- 
SUSENAS  in  February  1996'  and  1999, 
population  of  poor  household  in  the 
urban  rises  by  60%,  twice  as  much  as 
that  in  the  rural  areas.  This  revealed 
the  nature  of  the  crisis  that  tends  to  be 
more  urban,  which  is  consistent  with 
the  findings  on  the  sectoral  poverty 
analysis.  The  sectoral  analysis,  pre- 
sented in  the  next  section,  shows  that 
the  relative  change  of  poverty  is  higher 
in  the  modern  sectors,  which  are 
mostly  located  in  the  urban  areas.  It 
is  also  parallel  with  the  aforementioned 
"three-d's  adjustment"  hypothesis. 


Using  the  adjusted  to  1998  standard 
calculation. 


In  geographical  terms.  Table  10  il- 
lustrates that  the  highest  rise  in  pov- 
erty during  the  crisis  took  place  in  Java 
and  Bali  areas.  Also,  while  the  western 
part  of  Indonesia  has  smaller  poverty 
incidence  compared  with  the  eastern 
part,  poverty  increase  is  higher  in  the 
western  part.    This  is  because  the  crisis 
has  severely  hit  the  modem  sectors  in 
those  western  regions  where  most  of 
them  were   located.  On  the  other  hand, 
iri  some  parts  of  Indonesia,  nominal 
incomes  have  even  increased  quite 
rapidly  after  the  crisis,  especially  in  re- 
gions where  a  substantial  part  of  the 
population  is  involved  in  cash  crop 
production  (see  Booth  1999a).  It  was 
reported  that  the  Rupiah  depreciation 
has  resulted  in  higher  exports  of  co- 
conut and  cocoa  from  the  North  Sula- 
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Table  11 

SECTORAL  HEADCOUNT  POVERTY  AND  CONTRIBUTION  TO  TOTAL  POOR 

Feb  '96  Feb  '99 

[  Headcount 


Sectors 

Sectoral 
poverxy 

Share  of 
poveriy 

Sectoral 

neaucouni 

poverty 

bhare  or 
sectoral 
poverty 

poverty 

Agriculture 

26.29 

68.54 

39.69 

58.38 

50.97 

Other 

13.29 

0.10 

32.00 

0.27 

140.78 

Kfininp"  anH  nuarTvinp" 

15.34 

1.01 

29  81 

1  00 

94  33 

14.04 

5  42 

28  97 

5  52 

106  34 

TransDort  & 

Communication 

8.85 

3.32 

24.02 

5.58 

171.41 

Manufacturing 

industry 

10.69 

5.71 

22.92 

7.71 

114.41 

Trade,  hotel,  restaurant 

7.96 

8.10 

17.63 

11.13 

121.48 

Electricity,  gas,  water 

6.10 

0.16 

14.18 

0.17 

132.46 

Civil,  social,  private 

services 

5.73 

5.72 

13.13 

7.36 

129,14 

Finance,  insurance, 

leasing 

1.24 

0.06 

5.23 

0.23 

321.77 

Receiving  transfera 

6.58 

1.86 

15.57 

2.65 

136.63 

Total 

9.75 

100.0 

16.27 

100,0 

66.87 

Source:  Pradhan  et.al.  (2000) 

Note:  *  Household  that  earn  incomes  from  transfer 


wesi  province,  giving  a  significant 
extra  earnings  for  the  farmers.  How- 
ever, these  figures  only  illustrate  relat- 
ive comparisons.  We  should  be  aware 
that  in  absolute  terms,  poverty  incid- 
ence before  and  after  the  crisis  is  still 
worse  in  the  rural  areas,  in  the  outer 
Java-Bali  islands  and  the  eastern  part 
of  Indonesia. 

Sectoral  Analysis 

The  sectoral  analysis  of  poverty 
incidence  is  illustrated  in  Table  11.  The 
table  presents  the  headcount  poverty 
figures  disaggregated  by  sectoral  source 
of  household  income  between  February 
1996  and  1999,  calculated  by  Pradhan 


et.al.  (2000).^°  During  the  crisis,  all 
sectors  have  indicated  increases  in  the 
poverty  incidence.  In  absolute  terms, 
the  agricultural  sector  had  the  highest 
poverty  incidence  before  and  after  the 
crisis.  It  also  has  consistently  the  high- 
est share  of  poor  households  in  total 
population.  Pradhan  et.al.  (2000:20) 
argued  that  this  finding  implies  two 
things.  First,  people  in  agriculture 
sector  have  always  been  the  poorest 
relative  to  those  in  other  sectors.  The 


^°Note  that  although  we  used  the  SUSE- 
NAS  database,  we  applied  a  different  tech- 
nique so  the  result  of  poverty  rate  for  all 
sectors  is  different  to  the  official  figures.  But 
here  we  are  more  concerned  on  the  relative 
change  between  1996-1999  in  each  sector. 
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poverty  incidence  in  that  sector  is 
still  high  after  the  crisis,  even  though 
it  was  hit  as  hard  as  the  modern 
sectors.  Second,  agriculture  sector  is 
also  the  largest  in  terms  of  employ- 
ment. Therefore,  although  the  crisis 
seemed  to  hit  the  modem  sectors  more, 
the  absolute  poverty  in  agriculture 
sector  remained  to  be  the  highest. 

However,  after  the  crisis,  the  poor 
share  of  agriculture  sector  declined. 
The  declining  trend  of  the  poor  share 
of  total  population  also  happened  in 
the  mining  and  quarrying  sector.  On 
the  other  hand,  the  share  of  poverty  in 
the  relatively  modern  sectors,  especi- 
ally manufacturing  industry,  trade, 
hotel  and  restaurant  and  financial  serv- 
ices increased. 

BEYOND  THE  HEADCOUNT  POV- 
ERTY 

Poverty  Depth  and  Severity 

To  complete  the  analysis  of  poverty 
impact  of  the  crisis,  this  part  will  discuss 
the  measurement  of  the  poverty  gap 
and  severity  of  poverty  indices.  Pov- 
erty gap  index  is  the  measurement  on 
the  average  gap  or  'distance'  between 
incomes  of  the  poor  and  the  poverty 
line.  It  illustrates  how  much  money 
in  terms  of  a  lump-sum  subsidy  is 
needed  to  make  the  poor  population 
escape  poverty  that  is  to  receive  an  in- 
come greater  than  the  poverty  line. 
The  higher  the  index,  the  further  the 
gap  is.  Poverty  severity  index  includes 
the  measurement  of  the  distribution 


of  income  among  the  poor.  Likewise, 
higher  severity  index  reflects  a  worse 
situation  of  the  income  distribution 
of  the  poor. 

As  shown  in  Table  12  and  Table 
13,  there  had  been  a  growing  trend  of 
poverty  gap  and  severity  indices  fol- 
lowing the  crisis.  Between  1996  and 
1997  — before  the  crisis  struck —  urban 
areas  appeared  to  be  better  off  than 
rural  areas  in  terms  of  their  poverty 
gap,  and  were  more  or  less  of  a  similar 
condition  with  the  rural  areas  in 
terms  of  their  severity  index.  This 
suggests  that  economic  growth,  which 
still  took  place  just  before  the  crisis, 
tended  to  tavor  urban  households  more. 

The  SMERU  calculation  in  Table 
12  shows  that  before  the  crisis,  poverty 
gap  declined  in  urban  areas  but  wor- 
sened in  the  ruial  areas.  During  the  cri- 
sis, all  indices  in  both  areas  show  a  big 
jump  between  1997-1998,  with  an  in- 
crease in  the  urban  areas  faster  than 
in  the  rural  areas.  Interestingly,  be- 
tween 1998-1999,  the  rural  poverty  gap 
and  severity  declined,  while  they  re- 
mained relatively  unchanged  in  the 
urban  areas.  These  findings  supported 
an  earlier  premise  that  the  economic 
crisis  is  an  urban  phenomenon.  How- 
ever, in  absolute  terms,  the  poverty 
gap  (and  its  relative  change)  in  rural 
areas  remained  much  greater. 


For  the  readers'  convenience,  the  dis- 
cussion on  the  calculation  of  the  index  is 
excluded.  For  detailed  analysis  of  the  index, 
see  Foster  et  al.  (1984),  CBS  (1998),  Perdana 
(2000). 
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Table  12 


Year 


1996 
1997 
1998 
1999 


Source:  Suharyadi  et.al.  (2000) 


Table  13 

POVERTY  GAP  AND  SEVERITY 
INDICES,  CBS  CALCULATION, 


1996-1998 

Year 

Poverty  Gap  Index 

Severity  Index 

Urban  Rural 

Urban  Rural 

1996 

1.6  1.8 

0.4  0.4 

1998 

4.8  5.0 

1.3  1.5 

Source:  CBS  (1998) 


The  CBS  data  is  only  available  for 
1996  and  1998  (Table  13).  Compared 
to  the  SMERU  calculation,  CBS  ap- 
peared to  have  overestimated  the 
urban  indices  by  large  margins,  and 
underestimated  the  rural  indices  with 
relatively  moderate  margins.  However, 
in  general  their  findings  were  consis- 
tent with  our  previous  discussion  that 
the  crisis  had  worsened  the  welfare  of 
the  poor,  with  those  in  the  urban 
areas  suffering  worse  shocks  than 
those  in  the  rural  areas. 

The  Vulnerability  to  Poverty 

Traditional  approaches  view  poverty 
merely  as  a  static  concept  and  a  con- 
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Severity  Index 
n       Rural  Total 

1  0.5  0.4 

1  0.8  0.6 

4  2.7  23 

.4  1.0  0.8 


dition  of  welfare  at  a  certain  point  in 
time.  In  reality,  poverty  is  also  a  dyn- 
amic concept.  Households  frequently 
move  in  and  out  of  poverty  overtime. 
This  raises  an  issue  of  "vulnerability" 
to  poverty. 

Vulnerability  to  poverty  can  be  de- 
fined as  the  risk  or  probability  that  a 
household  will  become  poor  in  the 
near  future.  There  is  always  a  chance 
that  a  "currently  non-poor"  may  end 
up  being  poor  in  the  near  future.  Non- 
poor  households  may  fall  into  poverty 
due  to  events,  such  as  natural  shocks, 
disasters,  economic  shock  and  crisis, 
security  problems  and  many  others. 
Vulnerability  measures  the  resilience 
against  such  bad  events  —  the  probab- 
ility that  those  events  will  result  in  a 
decline  in  well-being. 

Conversely,  a  currently  poor  per- 
son also  has  a  chance  to  escape  from 
poverty.  Economic  upturn  may  bring 
more  job  opportunities,  which  will 
provide  income.  As  a  result,  economic 
improvement  enable  the  poor  to  get 
rid  of  poverty.  However,  this  situation 
does  not  necessarily  apply  to  those 
who  suffer  from  chronic  poverty.  Peo- 


POVERTY  GAP  AND  SEVERITY  INDICES, 
SMERU  CALCULATION,  1996-1999 


Poverty  Gap  Index 


Urban 

Rural 

Total 

0.5 

2.1 

1.6 

0.3 

2.7 

2.3 

1.4 

7.0 

6.0 

1.5 

3.6 

2.8 

Urba 


0. 
0. 
0. 

n. 
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pie  in  the  chronic  poor  category  face 
not  only  income  deprivation,  but  also 
deprivation  of  their  capability.  They 
lack  access  to  economic  resources  and 
human  capital.  Consequently  they  are 
more  exposed  to  economic  downturn 
and  very  unlikely  to  benefit  from  eco- 
nomic upturn. 

According  to  a  2000  World  Bank  re- 
port, a  household  or  individual  be- 
comes more  vulnerable  to  poverty 
due  to  several  reasons.  ¥irst,  the  fall- 
ing value  of  the  physical  assets  — those 
that  can  be  sold  to  compensate  for 
temporary  loss  of  income —  owned  by 
a  household.  Among  households  who 
have  adequate  physical  assets,  those 
who  have  income  diversification  are 
less  vulnerable.  But  income  diversific- 
ation does  not  always  provide  more 
income  if  the  sources  of  income  have 
risks  that  are  related  to  each  other. 
Second,  more  limited  human  capital, 
especially  education.  People  with  low 
level  of  education  are  in  general  unable 
to  manage  risk  and  are  subject  to  eco- 
nomic fluctuations.  Ikird,  the  lack  of 
a  social  insurance  system.  A  social 
insurance  system  may  be  either  a 
formal  one  or  provided  by  the  govern- 
ment. The  informal  safety  net  system, 
which  is  usually  provided  by  family 
or  local  community,  has  played  a 
significant  role  as  social  insurance  in 
many  societies,  including  Indonesia. 

Suryahadi  and  Sumarto  (2001)  re- 
veal that  the  economic  crisis  has  not 
only  increased  the  poverty  incidence, 
but  has  also  significantly  increased  the 


number  of  Indonesian  households 
with  a  high  vulnerability  to  poverty. 
The  number  of  households  that  are 
statistically  not  poor  but  face  a  re- 
latively high  probability  of  falling  be- 
low the  poverty  line  has  increased 
from  13  million  to  38  million.  This  il- 
lustrates that  the  crisis  has  put  house- 
holds at  the  risk  of  falling  into  poverty 
three  times  as  much  as  before  the  cri- 
sis. This  increase  in  vulnerability  took 
place,  as  the  poor  could  not  afford  to 
save  enough  money.  When  the  amoimt 
of  savings  is  smaller,  these  people  be- 
came more  exposed  to  any  future  eco- 
nomic shocks.  Adjustment  to  their 
expenditure  can  also  increase  poor 
households'  vulnerability  if  they  have 
to  sacrifice  human  capital  investments, 
such  as  education  and  health  expend- 
itures, to  compensate  for  the  basic 
needs.  This  decline  in  the  level  nf 
human  capital  makes  it  harder  for 
them  to  manage  risk. 

CONCLUDING  REMARKS 

This  article  discusses  the  social  im- 
plications of  the  economic  crisis  with 
focus  on  the  labor  market  adjustments 
and  the  impact  on  poverty.  The  imme- 
diate impact  of  the  crisis  was  massive 
layoffs  in  the  modern  sector,  which 
raised  concerns  over  increasing  un- 
employment. However,  due  to  the 
flexibility  of  the  labor  market,  the  pre- 
dicted unemployment  boom  did  not 
materialize.  Instead,  the  adjustment 
took  place  more  in  the  form  of  a  real 
wage  decline. 
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The  labor  market  adjustment  can 
be  characterized  by  the  "three-D's":  de- 
industriaHzation,  deformalization  and 
deurbanization,  especially  at  the  peak 
of  the  crisis  during  1997-1998.  Dein- 
dustrialization  has  been  illustrated  in 
the  increasing  employment  in  agricul- 
ture, while  employment  in  the  modem 
sectors  such  as  manufacturing,  con- 
struction and  financial  services  declined 
substantially.  Deformalization  was 
shown  by  growing  employment  in  the 
informal  sector,  which  offset  the  decline 
of  formal  employment.  Since  formal 
and  modem  sectors  were  mostly  located 
in  the  urban  areas,  the  labor  market 
impact  of  the  crisis  had  been  largely 
an  urban  phenomenon.  Workers,  who 
needed  to  find  substitute  employment, 
were  forced  to  move  to  informal  and 
traditional  sectors,  which  were  mostly 
located  in  the  rural  areas.  However, 
the  deurbanization  only  lasted  for  a 
while  until  the  modern  sector  started 
to  recover.  The  crisis  has  also  been 
characterized  by  the  feminization  of 
the  labor  force,  as  there  was  a  grow- 
ing number  of  female  workers  in  the 
labor  force  —  those  who  were  either 
already  employed  or  still  looking  for 
a  job. 

The  number  of  households  living 
below  the  poverty  line  had  increased 
after  the  crisis.  This  was  attributed 
particularly  to  lower  real  income  and 
lack  of  government's  ability  in  provid- 
ing a  social  safety  net.  Lower  real 
wages  were  caused  more  by  a  rapid 
increase  of  prices,  rather  than  by  the 


decline  in  nominal  values,  since  in 
many  cases  nominal  wages  were  in- 
creasing during  the  crisis.  Higher 
prices  also  mean  lower  purchasing 
power.  Therefore,  it  was  more  expen- 
sive to  maintain  the  same  minimum 
standard  of  living  after  the  crisis,  and 
more  people  were  unable  to  maintain 
such  standard. 

Poverty  in  both  urban  and  rural 
areas  had  increased  significantly.  In 
absolute  terms,  poverty  level  in  the 
rural  areas  before  and  after  the  crisis 
was  higher  than  in  the  urban  areas. 
The  absolute  change  in  rural  poverty 
was  also  higher  in  the  rural  areas. 
But  in  relative  terms,  the  crisis  had 
induced  a  faster  growth  of  urban  pov- 
erty. The  regional  analysis  of  poverty 
had  shown  that  headcount  poverty 
had  increased  in  all  regions;  however, 
the  increase  was  faster  in  the  Western 
part  of  Indonesia  than  in  the  Eastern 
part.  On  the  sectoral  poverty,  the 
agriculture  sector  constantly  had  the 
largest  number  of  poverty  incidence 
before  and  after  the  crisis.  But  the  in- 
crease in  poverty  was  higher  in  the 
modern  sectors,  such  as  financial, 
leasing  and  insurance,  and  transports 
and  communication.  These  findings 
suggest  that  the  crisis  is  more  of  an 
urban  and  modem  sector  phenomenon. 

Besides  in  the  number  of  poor 
households,  the  crisis  has  also  caused 
an  increase  in  the  depth  and  severity 
of  poverty,  vulnerability  to  poverty 
and  chronic  poverty.  The  impact  of 
the  crisis  on  poverty  was  even  wor- 


SOCIAL  IMPLICATIONS  OF  THE  INDONESIAN  ECONOMIC  CRISIS 


225 


sened  by  the  failure  of  the  Social  Safety 
Net  program.  This  underlines  the  need 
for  a  comprehensive  design  of  poverty 
alleviation  strategies  in  the  future, 
which  should  include  some  clear  ob- 
jectives and  targets.  More  importantly, 
it  is  necessary  to  improve  the  quality 
of  the  implementation  in  order  for 
the  program  to  be  successful. 
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Does  Decentralization  Accelerate 
Recovery?— An  Economic  Perspective 

Yose  Rizal  Damuri  and  Puspa  Delima  Amri 


INTRODUCTION 

THE  year  2001  marked  an  im- 
portant era  for  Indonesia,  as 
the  country  embarked  on  a 
massive  and  rapid  transformation  of 
intergoverrunental  relations.  It  moved 
from  being  one  of  the  most  centralized 
systems  in  the  world  to  one  of  the 
most  decentralized  ones. 

Decentralization  involves  the  transfer 
of  authorities,  both  administrative  and 
fiscal,  including  large-scale  transfers  of 
personnel,  from  the  central  government 
to  local  governments.  The  goverrunent 
of  Indonesia  used  a  'Big  Bang'  approach 
to  decentralization,  giving  broad  auto- 
nomy to  the  regions  in  all  but  a  few 
tasks  that  were  explicitly  assigned  to 
the  center.  Considering  that  Indonesia 
consists  of  more  than  300  regional  gov- 
ernments, spreading  out  over  such  a 
diverse  geographical,  social,  cultural 
and  political  landscape,  many  quest- 
ioned the  future  of  this  radical,  hastily 
prepared  move,  born  amidst  the  po- 
litical turmoil  in  the  aftermath  of  the 
New  Order  Government.  Can  decen- 


tralization really  help  rebuild  Indone- 
sia or  has  it  become  a  threat  to  the 
overall  economic  and  political  stability? 

This  paper  aims  to  explore  the  role 
that  decentralization  has  played  in 
accelerating  Indonesia's  economic  re- 
covery. The  first  part  will  provide  a 
snapshot  of  the  administrative  and 
fiscal  aspects  of  decentralization,  and 
the  next  part  will  focus  on  exploring 
its  impacts  on  economic  growth,  do- 
mestic trade  and  investment.  The  in- 
stitutional impacts  of  decentralization 
will  also  be  discussed.  A  brief  assess- 
ment on  decentralization's  role  in  ac- 
celerating economic  recovery,  and 
identification  of  the  key  issues  and 
problems  that  need  to  be  addressed 
immediately  are  presented  in  the  con- 
cluding part. 

THE  ADMINISTRATIVE  AND 
FISCAL  ASPECTS  OF  DECEN- 
TRALIZATION 

In  the  aftermath  of  the  economic 
crisis  that  led  to. the  fall  of  Soeharto's 
New  Order  Government,  a  surge  of 
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demand  for  greater  autonomy  aroused 
in  several  regions,  particularly  the  re- 
source rich  ones.  The  Habibie  admin- 
istration enacted  Law  No.  22  of  1999 
concerning  Regional  Governments  and 
Law  No.  25  of  1999  concerning  Inter- 
governmental Fiscal  Relations,  as  a 
response  to  these  rising  demands, 
primarily  driven  by  fear  that  lack  of 
political  will  to  decentralize  would 
jeopardize  the  unity  of  the  republic.  It 
was  agreed  that  the  two  laws  would 
come  into  effect  on  1  January  2001  on- 
wards, giving  it  less  than  two  years  of 
transitional  period. 

Many  had  criticized  and  felt  skeptic 
about  the  clarity  and  consistency  of 
the  laws,  especially  the  time  frame  of 
implementation.  The  laws  were  drafted 
in  haste,  and  the  necessary  supporting 
and  implementing  regulations  came  at 
a  much  later  time.  One  should  bear  in 
mind  that  the  Habibie  government  is 
well-known  for  having  produced  a 
large  number  of  laws  and  regulations, 
mostly  those  that  were  part  of  the  loan 
agreement  with  the  IMF.  President 
Habibie,  who  had  the  intention  of  not 
just  remaining  an  interim  president, 
attempted  to  gain  sympathy  from  the 
public,  by  way  of  enacting  the  nume- 
rous laws  that  would  indicate  political 
will  to  implement  reform.  Laws  No.  22 
and  25  of  1999  were  undoubtedly  cen- 
tral to  the  reform  agenda,  as  the  unity 
of  the  State  depended  largely  on  the 
success  of  the  decentralization  process. 

With  the  aforementioned  under- 
lying factors  as  a  backdrop,  Indonesia 
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took  off  on  a  new  era  of  decentral- 
ization. How  did  these  new  arrange- 
ments alter  the  intergovernmental  re- 
lations in  Indonesia?  The  next  section 
will  provide  a  snapshot  of  the  current 
administrative  and  fiscal  setting,  fol- 
lowing the  enactment  of  the  two  laws. 

Administrative  Aspects  of  Decen- 
tralization 

The  2001  decentralization  was  by 
no  means  Indonesia's  first  attempt 
to  decentralize.  One  of  the  support- 
ing arguments  for  a  Big  Bang  approach 
was  the  reluctance  to  repeat  unsuc- 
cessful attempts  to  decentralize  in  the 
past.  Out  of  the  few  attempts.  Law 
No.  5/1974  came  closest  to  revitalizing 
the  issue.  However,  its  progress  had 
been  extremely  slow.  Devolution  of 
functions  to  the  local  governments  was 
only  selective,    based  on  regional  pre- 
paredness, which,  in  turn,  was  subject 
to  the  central  goverrunent's  judgement. 
The  omnipotent  presence  of  Jakarta 
manifested  itself  in  its  numerous  in- 
terventions, including  in  the  appoint- 
ment of  heads  of  regions  and  the  ac- 
countability system.  Heads  of  regions 
were  accountable  to  the  President, 
instead  to  the  local  parliament  (DPRD); 
and  candidates  for  heads  needed  clear- 
ance from  the  central  government  be- 
fore entering  local  elections. 

The  current  setting  takes  on  a 
totally  different  approach.  Law  No. 
22/1999  devolves  most  functions  to 
the  provincial  and  district  govern- 
ments,   except  for  5  remaining  issues 
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Table  1 


DIVISION  OF  AUTHORITIES  ACROSS  LEVELS  OF  GOVERNMENT 
ACCORDING  TO  LAW  NO.  22/1999 


Central 


Provincial 


District 


1.  Defense  &  Security 

2.  Judicial  system  ; 

3.  Fiscal  &  monetary 

Affairs  ■ 

4.  Religion 

5.  Foreign  Affairs,  and  4 

6.  Other  specifically 
designated  functions: 

-  macro-economic 
planning, 

-  fiscal  balance  fund, 

-  government  administra- 
tive system  &  government 
economic  institutions, 

-  human  resource  devel- 
opment, 

-  tiatural  resource  utiliza- 
tion &  issues  concerning 
strategic  high  technology, 

-  conservation  and  national 
standardization 


Authorities  that  cover  inter- .  1. 

districts  interest 

All  authorities  beyond  the 

capability  of  district 

Authorities  delegated  by  2. 

central  government, 

Other  specific  authorities: 

-  Macro-regional  planning  and 
controlling 

-  Trainning  in  certain  fields, 

-  Allocation  of  human  resource 
w^ith  certain  potency  and 
research  activities  covering 
provincial  area, 

-  Management  of  regional 
harbor, 

-  Environmental  control, 

-  Trade  and  culture, 

-  Control  of  plague  and  plant 
diseases  and  province-level 
spatial  design 


All  other  authorities  that 
are  not  covered  by 
central  and  provincial 
government, 
'Oldigatory'  functions: 

-  Public  Works, 

-  Health, 

-  Education  and  culture, 

-  Agriculture, 

-  Transportation, 

-  Industry  and  trade, 

-  Investment, 

-  Environment, 

-  Land 

-  Cooperatives  and 

-  Labor. 


Source:  Suharyo  (2002). 


and  other  specifically  designated  fvinct- 
ions  (see  Table  1).  Article  11  of  the 
law  mandates  eleven  important  funct- 
ions as  'obligatory'  to  the  district  gov- 
ernments, where  the  focus  of  auto- 
nomy lies.  The  province,  as  the  central 
government's  representative  in  the  re- 
gions, shall  play  a  minor  role,  mainly 
in  coordinating  and  backstopping  dis- 
tricts and  cities  that  cannot  yet  per- 
form their  functions  (Hofman&Kaiser 
2002).  No  hierarchical  relationship 
exists  between  the  provincial  and  dis- 
trict governments.  Heads  of  regions 
are  directly  elected  by  regional  coun- 
cils, and  the  regional  governments  and 
DPRDs  are  supposed  to  be  equal  part- 


ners, although  the  DPRD  can  dismiss 
a  head  of  region.  In  addition.  Article  92 
of  the  law  implies  wider  room  for  em- 
powerment and  public  participation, 
as  urban  areas  are  obliged  to  include 
communities  and  private  parties  into 
development  planning. 

In  sum,  with  the  enactment  of 
Law  No.  22/1999,  the  approach  to  de- 
centralization has  shifted  from  mostly 
deconcentration  to  mostly  devolution. 

Fiscal  Aspects  of  Decentralization 

Successful  decentralization  requires 
adequate  funding  and  fiscal  manage- 
ment capacity  at  the  local  level.  The 
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transfer  of  authorities  automatically 
implies  greater  expenditure  on  the  local 
governments'  side.  Can  the  regions  man- 
age these  expenditure  assignments 
properly?  Law  No.  25/1999  designates 
four  sources  of  local  government  re- 
venues: (1)  locally  generated  revenues 
from  taxes  and  levies  (P AD/ Penda- 
patan  Asli  Daerah);  (2)  the  Equaliza- 
tion Fund;  (3)  regional  loans;  and  (4) 
other  income.  The  law  means  funda- 
mental reforms  of  Indonesia's  inter- 
governmental fiscal  relations,  as  the  re- 
gions are  given  greater  authorities  and 
responsibilities  to  manage  their  own 
local  financial  resources.  The  follow- 
ing section  discusses  further  the  cur- 
rent setting  of  the  fiscal  aspects  of 
decentralization,  based  on  the  afore- 
mentioned sources  of  local  government 
revenues. 

1.  Locally  Generated  Revenues  (PAD): 
Ever  since  local  autonomy  has  been 
implemented,  local  governments  have 
been  continuously  seeking  ways  to 
increase  their  PAD.  While  the  decen- 
tralization framework  mandates  that 
local  governments  be  proactive  in  en- 
hancing efforts  to  increase  their  own 
revenue  (PAD),  to  date  they  have  pro- 
ven to  be  fairly  creative  in  designing 
local  taxes  and  levies.  Over  120  local" 
regulations  (PERDA / Peraturan  Dae- 
rah) governing  these  taxes  are  con- 
sidered to  be  distortive  to  the  eco- 
nomy, especially  with  regards  to 
domestic  trade.  The  Ministry  of  Finance 
has  submitted  recommendations  to 
Ministry  of  Home  Affairs  that  these 
PERDAs  be  revoked  or  revised. 


According  to  the  legal  framework, 
principles  on  imposing  local  taxes  and 
levies  should  be  based  on  Law  No.  34/ 
2000  on  Regional  Taxes  and  Regional 
Levies  (in  lieu  of  Law  No.  18/1997). 
Law  No.  34/2000  specifies  clearly  the 
set  of  taxes  that  a  regional  govern- 
ment can  collect;  however,  as  an  at- 
tempt to  increase  local  government's 
taxing  power,  the  law  also  allows  the 
imposition  of  other  local  taxes  and 
levies  upon  the  approval  of  local  par- 
liament (DPRD). 

2.  Equalization  Funds:  Law  No.  25/1999 
introduces  a  new  intergovernmental 
transfer  arrangement  between  the  cen- 
tral and  regional  governments  to  re- 
place the  old  transfer  system  of 
SDOs  (Subsidi  Daerah  Otonom)  and 
Inpres  (Instruksi  Presiden).  While  the 
previous  system  had  been  dominated 
by  earmarked  grants  for  routine  (SDO) 
and  development  (Inpres)  expend- 
iture, the  current  transfer  design 
largely  relies  on  general  grants,  sup- 
plemented by  revenue  and  tax  sharing. 
If  comprises  three  basic  schemes:  (1) 
Revenue  and  Tax  Sharing;  (2)  general 
allocation  grant  {DA\J /Dana  Aloka- 
si  Umum);  and,  (3)  specific  allocation 
fund  [DAK/ Dana  Alokasi  Khusus),  as 
elaborated  in.  The  DAU  is  a  block 
grant  accounting  for  25%  of  the  central 
government  domestic  revenue,  dis- 
tributed to  the  regional  governments 
based  on  a  certain  formula.  The  DAK 
is  basically  an  earmarked  grant  to 
finance  special  needs  that  cannot  be 
determined  by  the  distribution  formula 
of  DAU,  such  as  funds  for  reforestation. 
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3.  Regional  Loans:  Law  No.  25/1999  al- 
lows for  local  government  borrowings, 
even  though  its  implementation  is  still 
highly  regulated  by  the  central  govern- 
ment. Further  details  can  be  found  in 
Government  Regulation  No.  107/2000. 
The  regulatioris  imply  that  regions  can 
borrow  from  domestic  and  foreign 
sources,  even  though  the  latter  can 
only  be  done  through  the  central  gov- 
ernment. It  also  restricts  the  amount 
that  can  be  borrowed  to  the  maximum 
of  cumulative  principle  of  up  to  75% 
of  the  total  regional  revenue  with 
DSCR  Pebt  Service  Coverage  Ratio)  of 
at  least  2.5  (Suharyo  2002).  Due  to  fear 
that  local  borrowings  may  worsen  the 
central  government's  debt  hangover, 
regional  borrowings  have  been  re- 
stricted to  the  end  of  2001  (Ministry  of 
Finance  Decree  99/2001).  The  restrict- 
ion was  further  extended  to  2002  and 
2003.  However,  postponing  of  regional 
loans  does  not  apply  to  subsidiary  loan 
agreements.  The  government  has  de- 
veloped the  'On  Lending'  Program,  to 
better  distribute  loans  from  donor 
countries. 

IMPACT  OF  DECENTRALIZATION 
ON  THE  ECONOMY 

Decentralization  and  Governments' 
Budget 

Decentralization  plays  an  import- 
ant role  in  supporting  economic  re- 
covery. The  main  reason  is  that  a  more 
decentralized  fiscal  relation  arrange- 
ment typically  provides  more  control 
to  regional  government  in  deciding 


what  types  of  public  services  suit  pro- 
perly their  regional  needs.  In  that 
sense,  fiscal  decentralization  is  believed 
to  create  a  more  effective  public  ser- 
vice provision  that  can  be  carried  out 
in  a  more  efficient  manner.  However, 
whether  the  ideal  conditions  offered 
by  a  more  decentralized  fiscal  system 
can  be  attained  will  depend  on  many 
factors.  The  most  widely  known  one 
is  how  public  officials  respond  to  the 
needs  of  the  local  community.  Under 
the  assumption  that  local  governments 
proceed  in  response  to  community  pre- 
ferences, public  service  provision  is 
more  effective  and  efficient  in  a  de- 
centralized fiscal  system  (Tiebout  1956). 
To  ensure  such  an  outcome,  sufficient 
preference  revelation  mechanisms, 
such  as  voting  and  other  socio-political 
institutions,  have  definitely  become 
the  basic  requirement  (Martinez-Vaz- 
ques  2001). 

Despite  fulfilling  the  necessary 
conditions  required  for  an  ideal  fiscal 
condition,  the  new  intergovernmental 
fiscal  relation  in  Indonesia  still  has  its 
own  issues  and  problems.  The  first 
one  revolves  around  whether  or  not 
the  new  fiscal  system  has  created  a 
more  efficient  and  decentralized  fiscal 
relation  acrpss  levels  of  governments. 
From  Table  2,  it  is  obvious  that  a  sign- 
ificant change  in  local  governments'  ex- 
penditure has  taken  place  since  the 
implementation  of  decentralization. 
While  previously  the  regional  share 
of  public  spending  had  only  been 
around  10%,  in  2002  it  increased  to  24%. 


THE  INDONESIAN  QUARTERLY,  Vol.  XXXI/2003,  No.  2 

Table  2 


LOCAL  AUTHORITIES  PUBLIC  SPENDING 
(in  percent  of  consolidated  expenditure)' 


1997/1998 

1998/1999 

1999/2000 

2001 

2002'' 

Central  Government 
Provincial 

77.58 

85.47 

84.03 

71.53 

67.37 

Government 
District  Government 
Consolidated 

10.05 
12.37 

4.03 
10.50 

4.77 
11.20 

7.06 
21.41 

8.68 
23.95 

Expenditure 

100.00 

100.00 

100.00 

100.00 

100.00 

Source:  Ministry  of  Finance  data 
a.  Realization 


b.  Budget 


The  same  pattern  can  also  be  observed 
for  the  provincial  government's  budget. 
Although  only  accounted  as  a  small 
part  of  the  consolidated  budget,  thejr 
expenditure  increased  significantly 
after  decentralization.  These  figures 
might  lead  to  the  conclusion  that  the 
new  intergovernmental  fiscal  system 
has  reflected  decentralization,  at  least 
from  the  expenditure  side.  However, 
judging  from  the  objective  of  decen- 
tralization, which  is  to  improve  public 
service  provision  in  the  regions,  the 
data  may  reveal  otherwise. 

While  it  is  true  that  local  govern- 
ments have  greater  authority  to  assign 
their  expenditure,  yet  most  of  them 
fall  into  the  routine  category.  In  2001, 
for  example,  almost  70%  of  the  total 
district  governments'  expenditure  was 
composed  of  routine  expenditure;  the 
rest  was  allocated  to  development  or 
investment  expenditure.  Government 
spending  on  civil  servants'  salary  and 
material  purchases  or,  in  some  cases, 
maintenance  expenditure,  is  categor- 
ized   as  routine  expenditure.  Develop- 


ment and  improvement  in  regional 
public  services  provision,  including 
development  of  important  economic 
infrastructures,  fall  into  the  category 
of  development  expenditure. 

This  occurred  because  along  with 
the  transfer  of  several  fiscal  resources 
to  the  regions,  most  administrative 
functions  that  were  previously  under 
central  government's  responsibilities 
were  handed  over  to  local  governments, 
including  central  government's  civil 
servants  in  the  regions.  It  can  be  ex- 
pected that  the  lesser  the  local  gov- 
ernments' expenditure  spent  on  the 
development  of  public  service,  the 
less  likely  they  could  enhance  their 
performance. 

The  second  important  issue  is  the 
unequal  distribution  of  fiscal  revenues 
and  resources  across  regions.  Although 
economically  speaking  it  is  normal 
to  have  fiscal  disparities  between  re- 
gions due  to  different  level  of  eco- 
nomic activities  and  resources,  political 
pressures  often  demand  that  the  sys- 


DOES  DECENTRALIZATION  ACCELERATE  RECOVERY? 


233 


Figure  1 

LORENZ  CURVE  FOR  DISTRICT  GOVERNMENTS'  REVENUE 


%  of  Districts  (population  weighted) 


Source:  Damuri  (2003) 


tem  of  intergovernmental  relations 
should  reduce  those  inequalities.  A 
useful  way  to  represent  fiscal  inequal- 
ities is  by  looking  at  the  Lorenz  curve 
of  local  governments'  revenue. 

Figure  1  provides  the  Lorervz  curve 
for  districts  governments'  revenue  in 
Indonesia  based  on  the  2002  budget. 
The  curve  looks  at  the  inequality  by 
comparing  a  line  representing  a  com- 
ponent of  district's  revenue  with  the 
so-called  "equal"  line.  This  line  re- 
presents perfect  equalities;  each  dis- 
trict obtains  equal  revenue.  The  closer 
a  particular  line  related  to  a  com- 
ponent of  revenue,  the  more  equal  the 
revenue  is  distributed.  Figure  1  dis- 
tinguishes revenue  that  comes  from 
locally   generated   revenues  (PAD), 


after  revenue  sharing  has  taken  place 
and  after  the  transfers  (DAU  and 
DAK)  have  been  allocated. 

The  graph  confirms  that  the  new 
fiscal  system  tends  to  create  inequality 
across  regions.  Due  to  differences  in 
economic  resources  across  regions 
and  agglomeration  of  economic  act- 
ivities in  certain  regions,  the  amount 
of  PAD  varies  significantly  across  re- 
gions. Revenue  sharing  makes  the  in- 
equality even  worse.  Fiscal  transfers 
based  on  revenue  sharing  are  derived 
mostly  from  economic  resources  and 
output.  It  is  not  surprising  if  the  in- 
equality after  revenue  sharing  dis- 
tributed is  even  greater.  However,  the 
inequality  appears  to  be  much  softer 
after  the  DAU  and  DAK  allocation. 
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The  last  important  issue  is  on  local 
fiscal  independence.  Local  governments 
are  largely  dependent  on  the  DAU  to 
finance  their  expenditure,  as  they  add 
up  to  some  65%  of  regional  revenues 
(Hofman&Kaiser  2002).  Although  DAU 
was  intended  to  reduce  fiscal  gap,  its 
distribution  has  been  much  politicized 
considering  its  significant  role  in  fin- 
ancing the  local  governments'  expend- 
itures. The  dependence  of  local  gov- 
ernments to  intergovernmental  trans- 
fer raises  the  question  on  how  far 
fiscal  autonomy,  especially  on  the  re- 
venue side,  has  been  delivered  by  the 
new  fiscal  system.  It  is  a  sensitive  is- 
sue as  it  relates  to  revenue  sharing 
and  authority  between  central  and  re- 
gional governments.  It  has  also  caused 
a  dilemma,  as  many  regions  have  re- 
leased numerous  local  retributions 
and  levies,  out  of  the  desperate  need 
to  boost  their  PAD,  which  will  bring 
them  more  fiscal  independence.  These 
retributions  and  levies  are  likely  to 
distort  both  regional  and  national 
economies. 

The  impact  of  the  new  intergov- 
ernmental arrangement  unavoidably 
affects  the  local  and  national  economic 
situation.  The  next  section  discusses 
the  impacts  of  decentralization  on 
some  economic  aspects. 

Decentralization  and  Economic  As- 
pects 

As  previously  argued,  the  decision 
to  adopt  decentralization  was  a  result 
of  a  political  compromise.  However, 


it  was  also  driven  by  economic  re- 
asons. Diverse  economic  conditions 
across  the  country  might  be  better 
accommodated  by  a  more  decentralized 
system.  It  is  not  unreasonable  to  ex- 
pect that  more  benefits  would  come 
along  with  the  implementation  of 
decentralization,  which  can  help  to 
support  economic  recovery.  The  im- 
pacts of  decentralization  on  several 
aspects  of  the  economy,  such  as  growth 
and  economic  activities .  as  well  as 
interregional  trade,  will  be  discussed 
in  the  next  section. 

1.  Impact  on  Growth  and  Economic 
Activities:  Growth  and  economic  act- 
ivities are  traditionally  not  the  main 
aspects  of  decentralization.  The  im- 
pacts of  decentralization  on  economic 
growth  are  usually  perceived  as  in- 
direct effects  of  more  focused  and 
more  efficient  local  government  ob- 
jectives and  activities.  Oates  (1993),  for 
example,  argues  that  decentralization 
supports  a  government  system  that 
vyould  be  more  responsive  to  regional 
differences  in  enhancing  economic  de- 
velopment and  growth.  Decentraliza- 
tion is  expected  to  improve  local  eco- 
nomic activities  and  in  turn  also  boost 
economic  growth. 

Nonetheless,  there  appears  to  be 
little  empirical  finding  on  the  positive 
relationship  between  decentralization 
and  local  economic  activities  and 
growth.  The  negative  relationship  be- 
tween fiscal  decentralization  and  pro- 
vincial economic  activities  and  growth 
has  been  found  to  be  consistently 
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significant  and  robust  in  China  (Zhang 
1998).  This  finding  can  be  associated 
with  the  lack  of  infrastructure  pro- 
vision in  most  of  the  provinces,  a 
function  that  falls  into  central  govern- 
ment's authority.  A  cross-coimtry  study 
also  shows  that  decentralization  in 
developing  countries  tends  to  have 
negative  impacts  on  economic  growth, 
while  in  developed  countries  the  op- 
posite is  true  (Davoodi  1998).  Again, 
infrastructure  support  is  believed  to 
be  the  significant  factor  behind  the 
finding. 

Economic  activities  in  Indonesia 
are  generally  concentrated  in  several 
regior\s,  such  as  Jakarta  and  Surabaya 
greater  region.  There  are  several  factors 
that  influence  the  concentration  of  eco- 
nomic activities  and  the  flow  of  invest- 
ment (Atje  2003).  The  first  factor  is 
economies  of  scale.  Investment  tends 
to  flow  to  regions  where  large-scale 
economic  activities  take  place.  The 
second  factor  is  transportation  costs. 
High  transportation  costs  in  Indonesia 
have  pushed  firms  to  locate  their  act- 
ivities near  their  markets.  The  third 
factor  relates  to  the  availability  of  re- 
sources and  raw  materials.  Finally,  a 
conducive  business  climate,  secured 
by  local  governments,  contributes  to 
the  factors  influencing  investment  de- 
cision. 

The  factors  above  are  especially 
significant  with  regard  to  the  develop- 
ment of  the  manufacturing  industry 
in  Indonesia.  Java,  particularly  Jakarta 
and  Surabaya  area,  continues  to  receive 


more  investment  in  manufacturing 
while  the  industry  disperses  slowly 
into  other  islands.  Hosting  the  largest 
population  in  Indonesia,  Java  has  tra- 
ditionally been  the  most  important 
market  for  manufacturing  products. 
With  a  relatively  better  infrastructure 
available  for  both  production  and 
marketing  process,  this  island  has 
become  the  major  destination  for  in- 
vestment. 

The  high  transportation  cost,  par- 
ticularly for  sea  transportation,  has 
limited  the  relocation  of  economic  act- 
ivities to  other  islands.  By  choosing  to 
relocate  their  activities  to  other  parts 
of  the  country,  industries  have  to  be 
away  from  their  major  market.  Despite 
the  advantage  of  being  close  to  raw 
material  resources  for  few  industries, 
the  lack  of  transportation  infrastructure 
and  the  high  cost  of  transportation 
would  be  unfavorable  to  most  industries. 

Considering  the  aforementioned 
factors,  it  is  unlikely  that  decentraliza- 
tion would  change  the  distribution  of 
economic  activities  across  regions  in 
a  significant  way,  at  least  not  in  the 
foreseeable  future  (Atje  2003).  Dis- 
tricts located  in  or  around  the  current 
industrial  centers,  such  as  Jakarta 
and  Surabaya  will  continue  "  to  receive 
large  shares  of  future  investment 
flows  that  also  enhance  their  economic 
activities.  Meanwhile,  regions  in  re- 
mote parts  of  the  country  will  receive 
only  small  fractions  of  them. 

However,  the  chance  of  those  re- 
gions to  improve  their  economic  act- 
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ivities  through  decentralization  might 
not  really  be  unreasonable.  With  de- 
centralization, local  governments  cur- 
rently have  the  authority  to  create  a 
business  environment  that  would 
enable  private  agents  to  respond  to 
economic  incentives  by  way  of  market 
and  price  signals.  It  also  provides  in- 
centives for  competition  among  re- 
gions to  attract  more  investment 
flows.  Of  course,  the  role  of  the  central 
government  in  providing  economic 
infrastructure  is  the  key  point.  The 
provision  of  sufficient  infrastructure 
as  well  as  macroeconomic  stability 
should  be  the  focus  of  cehtral  govern- 
ment's duties  in  the  era  of  decentralr 
ization. 

2.  Impact  on  Inter-Regional  Trade:  De- 
centralization is  expected  to  encourage 
inter-regional  trade  through  the  utiliza- 
tion of  comparative  advantages.  De- 
centralization allows  regions  to  retain 
a  larger  part  of  their  revenue  and  use 
it  according  to  their  needs.  This  would 
provide  more  opportunities  for  local 
governments  to  support  business  act- 
ivities, based  on  their  comparative 
advantage.  It  will  in  turn  foster  inter- 
regional trade.  However,  the  opposite 
effect  might  take  place,  as  decentral- 
ization could  also  lead  to  situations 
where  regions  choose  to  be  more  self- 
sufficient.  In  order  to  protect  business 
activities  within  their  jurisdictions,  local 
governments  often  put  charges  and 
levies  that  appear  to  be  trade  barriers 
to  goods  and  services  from  other  re- 
gions. Local  governments  act  as  such. 


out  of  the  necessity  to  continually  in- 
crease their  PAD. 

During  the  first  two  years  of  decen- 
tralization, local  governments  seemed 
to  be  engaged  in  a  contest  of  intro- 
ducing new  charges  and  levies.  Lewis 
(2003)  showed  that  in  the  fiscal  year 
2001,  regional  governments  created 
nearly  1,000  new  taxes  and  charges.  A 
study  on  340  new  local  regulations 
in  the  decentralization  period  shows 
that  35  of  them  violate  free  internal 
trade  and  competition  principles 
(KPPOD,  2002).  This  obviously  brings 
about  barriers  to  interregional  trade, 
resulting  in  a  high  cost  economy. 

The  trade  barriers  do  not  only  take 
the  form  of  charges  and  levies  to 
goods  and  services  purchased  from 
other  regions  but  they  were  also  im- 
posed on  commodities  sold  to  other 
regions.  Other  regulations  also  serve 
as  non-tariff  barriers  to  interregional 
trade.  Price  control,  forced  partnership 
programs  {kemitraan)  and  forced  sales 
to  local  monopsonists  are  among  the 
regulations  that  prevent  domestic  trade 
from  working  freely. 

The  local  regulation  (PERDA)  that 
acts_maiiTily  as  trade  barriers  can  be 
found  in  many  local  governments. 
The  government  of  Tapin  district  in 
South  Kalimantan,  for  example,  charges 
Rp;  2.500  for  every  ton  of  coal  sold  out 
of  the  district.  The  district  government 
of  Pasaman  in  West  Sumatra  has  im- 
posed levies  for  the  trading  of  agri- 
cultural commodities,  such  as  cash 


DOES  DECENTRALIZATION  ACCELERATE  RECOVERY? 


237 


crops,  food  crops,  estate  crops,  live- 
stock and  fisheries  from  other  regions. 
The  district  government  of  Flores  in 
East  Nusa  Tenggara  has  imposed  third 
party  contributions  to  local  investors 
dealing  with  agricultural  trading 
(Anas  2003). 

The  effect  of  regional  trade  barr- 
iers is  apparent.  Imposing  tariff  or 
taxes  on  iixflow  of  goods  would  clearly 
result  in  a  higher  local  price  of  those 
commodities  compared  to  the  pre- 
vailing price  in  other  regions.  SMERU 
(2001)  provided  an  illustrative  example 
of  this.  A  truck  transporting  fruits 
from  North  Sumatra  to  Jakarta  has 
to  pass  5  provinces,  which  means  that 
it  has  to  pay  approximately  2%  to  7% 
of  the  value  of  fruits  it  carried,  for  both 
legal  and  illegal  levies  in  those  prov- 
inces. Imposing  tax  on  goods  sold  to 
other  regions  also  tends  to  increase 
commodities  price  and  may  cause  local 
producers  to  lose  their  markets. 

The  first  two  years  of  decentral- 
ization had  proven  that  local  govern- 
ment's capacity  to  invent  new  sources 
of  revenue  could  harm  interregional 
trade  and  economic  activities.  This  can 
be  explained  partly  by  the  fact  that 
all  major  tax  bases,  such  as  Land  and 
Building  Tax  (PBB)  are  still  held  by " 
the  central  government.  As  long  as 
local  governments  are  not  given  room 
for  broadening  their  tax  base,  they 
will  continue  to  be  over-creative  in 
imposing  local  taxes  and  levies. 

The  local  governments  should  not 
lose  sight  of  the  ultimate  objectives 


of  decentralization.  However,  the 
shortsighted  objectives  of  raising  their 
PAD,  is  not  likely  to  change  under 
the  present  circumstances. 

Decentralization  and  Institutional 
Aspects 

Successful  decentralization  has  to 
be  supported  by  robust  institutions  at 
the  local  level.  This  can  be  achieved, 
among  others,  by  setting  clear  policies 
from  the  Central  government  with 
regard  to  the  division  of  authorities. 
At  present,  there  is  a  lack  of  clarity  on 
what  exactly  has  been  decentralized. 
Although  eleven  types  of  authorities 
have  been  pointed  as  obligatory 
functions  of  the  district  governments, 
the  operational  details  have  not  fol- 
lowed. The  central  and  provincial 
governments  still  retain  some  auth- 
orities in  these  sectors,  which  brings 
people  to  question  the  label  'obli- 
gatory' attributed  to  the  district  gov- 
ernment's functions.  Government  Re- 
gulation (PP)  No.  25/2000  states  that 
the  authority  of  the  central  government 
is  only  limited  to  standardizing  de- 
cisions, norms  and  procedures,  but  in 
practice  they  are  exercising  an  auth- 
ority that  exceeds  their  mandates. 

In  several  areas,  the  central  govern- 
ment is  still  involved  in  performing 
tasks  originally  mandated  to  the  re- 
gions. This  becomes  obvious  in  the 
case  of  particular  sectoral  laws  that 
are  not  always  consistent  with  the 
regional  autonomy  law.  Two  exam- 
ples can  be  easily  cited  —  land  man- 
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agement  and  investment,  whose  draft 
laws  have  not  been  finalized  by  the 
House  of  Representatives.  In  the  ab- 
sence of  these  new  laws,  the  central 
agencies  in  charge  of  these  two  funct- 
ions have  managed  to  get  a  Presid- 
ential decree  issued,  which  exempts 
from  their  authorities  prescribed  in 
decentralization  Law  No.  22/1999. 

Nevertheless,  decentralization  has 
brought  about  positive  impacts  to 
local  institutions.  Findings  from  the 
Indonesia  Rapid  Decentralization  Ap- 
praisal (IRDA)  revealed  an  increasing 
awareness  of  the  importance  of  peo- 
ple's participation  in  local  govern; 
ance.  There  are  currently  more  channels 
for  the  people  to  voice  their  criticism 
to  local  governments.  Public  partici- 
pation is  growing,  but  improvements 
are  still  needed  in  the  transparency, 
responsiveness,  and  accountability  of 
local  governments  in  order  for  policies 
to  be  consistent  with  citizens'  needs 
and  aspirations.  For  example,  the  Min- 
istry of  Home  Affairs  enacted  Decree 
No.  29/2002  .  on  the  Management  and 
Drafting  the  Local  Budget  (APBD),  Ac- 
countability and  Monitoring  of  the 
Local  Budget,  and  other  functions  on 
Local  Government  Finance.  Article  22 
of  this  Decree  mandates  consultat- 
ion from  the  society,  before  the  budget 
is  approved  by  the  DPRD.  However, 
many  local  governments  still  avoid 
doing  this. 

Decentralization  has  also  brought 
about  efficiency  in  downsizing  govem- 


ments'organizational  structures.  In 
adopting  structures  that  are  simple  but 
rich  in  functions,  local  governments 
are  reorganizing  to  increase  the  ef- 
ficiency and  effectiveness  of  public 
services  and  bring  them  closer  to  the 
people.  However,  lack  of  capacity  — in 
both  human  and  material  resources — 
has  admittedly  been  a  lingering  con- 
straint in  fostering  more  effective  im- 
plementation of  decentralization. 

Entering  the  third  year  of  imple- 
mentation, there  have  been  ongoing 
policy  debates  on  refining  the  decen- 
tralization policy,  ranging  from  an  ex- 
treme point  of  substantially  re-writing 
the  legal  framework  to  the  less  ex- 
treme one  of  developing  the  much- 
anticipated  implementing  regulations 
to  guide  the  application  of  existing 
laws.  The  central  government  is  cur- 
rently in  the  process  of  issuing  these 
implementing  regulations,  while  at  the 
same  time  redefining  the  roles  and  re- 
sponsibilities of  the  provinces  and  dis- 
trict governments,  with  the  possibility 
of  reformulating  the  appropriate  auth- 
orities to  be  transferred  to  the  region. 
However,  the  guidance,  standards, 
procedures  of  implementing  regul- 
ations issued  by  the  central  govern- 
ment in  the  form  of  regulations,  acts, 
and  circular  memos  are  found  to  con- 
tradict each  other  and  becoming  un- 
clear, thereby  bringing  about  confusion 
in  the  region  (Amri  2003).  With  the  un- 
clear rules  and  absence  of  hierarchical 
relationship  between  the  central  gov- 
ernment and  regional  governments. 
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the  monitoring  aspect  in  the  era  of 
decentralization  has  become  very  weak. 
In  other  words,  there  is  an  absence 
of  systematic  arrangement  describing 
the  hierarchical  relationship  relating 
to  the  coordination,  guidance,  and 
monitoring  of  decentralization. 

CONCLUSION 

Several  economic  aspects  have  been 
briefly  discussed  in  relation  to  the 
impacts  of  decentralization  in  Indo- 
nesia. Yet,  the  answer  to  the  initial 
question  of  whether  or  not  decentral- 
ization can  be  expected  to  support  In- 
donesian economic  recovery  is  still 
indefinite.  To  some  extent,  the  new 
intergovernmental  system  offers  the 
more  appropriate  way  of  managing 
the  economy  than  the  previous  one. 
Regional  governments,  which  are  sup- 
posed to  understand  better  their  own 
regions'  needs,  might  provide  more 
suitable  public  services  in  a  more  effici- 
ent way.  This  in  turn  will  improve  re- 
gional economic  activities  and  boost 
national  growth. 

Nevertheless,  the  benefit  of  de- 
centralization is  not  something  readily 
available.  The  lack  of  human  and 
material  resources,  and  also  institu- 
tional capacity  at  the  local  level  makes 
it  difficult  for  local  governments  to 
carry  out  their  new  functions  properly, 
including  providing  public  services. 
Moreover,  there  is  considerable  lack  of 
clarity  on  the  division  of  functions  be- 
tween the  central,  provincial,  and  dis- 


trict governments.  This  has  led  to  con- 
fusions; and  the  lack  of  formal  guide- 
lines has  led  district  governments  to 
adopt  different  interpretations  on  how 
to  exercise  the  functions  that  fall 
within  their  authorities.  As  it  stands, 
local  governments  are  in  need  of  cap- 
acity building  and  guidelines  from  the 
central  government,  especially  with 
regard  to  minimum  standards  of  ser- 
vice delivery  (SPM). 

While  recognizing  that  decentral- 
ization has  brought  about  positive 
impacts  to  local  institutions,  there  are 
several  urgent  issues  related  to  de- 
centralization that  could  jeopardize 
and  dampen  economic  recovery.  The 
transfer  system  is  still  far  from  perfect 
and  the  taxing  system  provides  loop- 
holes for  local  governments  to  im- 
pose distortive  taxes  that  are  proven 
to  be  harmful  for  domestic  trade  and 
at  the  same  time  impair  the  investment 
and  business  climate.  Unless  the  cen- 
tral government  provides  a  wider  tax 
base  for  local  governments  and  impose 
safeguard  policies,  such  as  restricting 
local  taxes  that  have  autonomous  tax 
rates,  local  governments  will  carry  on 
issuing  local  taxes  that  are  harmful  to 
the  economy.  Should  the  central  gov- 
ernment fail  to  immediately  address 
these    urgent  issues,  the  expected  be- 
nefits   of  decentralization  can  hardly 
be  maximized.  Instead  of  supporting 
economic  recovery,  decentralization 
might  turn  into  a  boomerang  that 
could  jeopardize  the  recovery. 
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Economic  Adjustment  and  the 
Forestry  Sector  in  Indonesia 
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INTRODUCTION 

INDONESIA'S  forests  are  disap- 
pearmg  at  an  alarming  rate,  as 
suggested  by  /government  es- 
timations that  during  1985-1997,  1.8 
million  hectares  per  year  have  been 
deforested  (World  Bank  2001).  The 
rates  of  widespread  incidences  of 
illegal  logging  since  the  beginning  of 
the  economic  crisis  were  reported  to 
have  probably  exceeded  those  rates. ^ 
There  is  now  a  strong  possibility  that 
forests  will  cease  to  function  as  a 
viable  resource  base  in  the  foreseeable 
future.  For  instance,  dry  lowland  for- 
ests in  Sumatra  will  no  longer  funct- 
ion as  economically  viable  production 
forests  by  2005  (World  Bank  2001). 
Undoubtedly,  the  nature  and  the  struc- 
ture of  the  New  Order  state  allowed 
for  policies  that  fostered  excessive  re- 
source degradation  (Barber  1997;  Down 


Recent  estimations  put  the  annual  de- 
forestation rate  during  1985-1997  at  a  higher 
2.2  million  ha  (Forest  Watch  Indonesia, 
2002). 


to  Earth  2002).  However,  the  question 
also  arises,  whether  the  proposed  for- 
estry sector  reforms  under  the  IMF 
— and  World  Bank —  led  economic  re- 
form program  have  adequately  ad- 
dressed those  past  policy  failures. 

The  article  argues  that  the  reforms 
set  under  the  LOIs  (Letter  of  Intents) 
between  the  IMF  and  the  government 
of  Indonesia  (GOI)  have  rightly  ident- 
ified the  economic  distortions  under- 
lying the  forestry  sector,  but  have  un- 
der-estimated the  existing  institutional 
and  governance  constraints  that  im- 
pede those  reforms.  In  addition,  some 
of  the  traditional  macroeconomic  ob- 
jectives, such  as  the  debt  restructur- 
ing of  wood-based  industries  may 
have  adverse  affects  on  sustainable 
forest  management  targets.  Thorough 
empirical  studies  on  the  links  between 
structural  adjustment  and  the  environ- 
ment/forestry sector  in  Indonesia  do 
not  exist,  but  drawing  on  the  wider 
general  literature  on  the  subject  gives 
several  useful  insights  for  an  analysis 
of  the  Indonesian  case. 
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The  article  starts  with  an  overview 
of  the  literature  on  structural  adjust- 
ment and  environment  linkages,  fol- 
lowed by  the  first  part  that  discusses 
the  Indonesian  case,  with  focuses  (1) 
on  the  macroeconomic  impacts,  and 
(2)  on  the  microeconomic  and  institu- 
tional impacts.  The  second  part  dis- 
cusses the  IMF/World  Bank  policies 
towards  reforming  the  forestry  sector 
in  Indonesia,  putting  emphasis  on 
governance  and  incentives  issues.  The 
last  part  concludes  with  a  brief  dis- 
cussion on  the  absence  of  effective  in- 
stitutional mechanisms  to  coordinate 
forestry  policies  as  one  main  obstacle 
to  reforms. 

ENVIRONMENTAL  IMPACTS  OF 
ADJUSTMENT:  A  SURVEY 

Adjustment-Environment  Linkages 
on  The  Macro-Level 

Structural  adjustment  is  a  combin- 
ation of  macro  and  micro  reforms 
that  changes  the  structure  of  an  eco- 
nomy, usually  associated  with  a  move 
towards  a  more  market-oriented  eco- 
nomy. Macro  reforms  aim  at  macro- 
economic  stability,  focusing  on  price 
stability,  and  internal  and  external 
balance.  On  the  micro  level,  reforms 
purport  to  reduce  resource  misalloc- 
ation  and,  hopefully,  induce  higher 
economic  growth  (Summers  and  Prit- 
chett  1993).  Although  often  associated 
with  crises  and  structural  lending,  none 
of  the  two  is  necessary  nor  sufficient 
for  adjustment.  Nevertheless,  crises 
often  help  initiate  the  needed  reforms 


that  help  the  economy  cope  better 
with  a  new  environment. 

By  reducing  misallocation,  structural 
adjustments  attempt  to  bring  an  eco- 
nomy closer  to  its  comparative  ad- 
vantage. To  achieve  that,  adjustments 
might  require  an  exchange  rate  policy 
(often  calling  for  devaluations  in  fixed 
exchange  rate  regimes),  pricing  adjust- 
ments, and  trade  reforms  aimed  at  a 
more  liberal  market  for  both  goods 
and  capital  (Edwards  1989).  For  low- 
income  economies,  this  might  imply 
a  return  to  unskilled  labour-intensive 
and /or  resource-based  activities  (agri- 
culture, miiung). 

Arguments,  then,  arise  whether 
bringing  these  low-income  countries 
closer  to  its  comparative  advantage 
actually  harms  the  environment.  In 
theory,  both  the  proponents  and  critics 
make  plausible  arguments.  Proponents 
argue  that  in  the  long  nm,  a  more  ef- 
ficient use  of  resources  will  reduce 
overall  material  waste.  Furthermore, 
a  post-adjustment  economic  stability 
will  provide  more  resources  to  finance 
environmental  protection  (Pandey  and 
Wheeler  2001). 

On  the  other  hand,  critics  suggest 
that  for  low-income  countries,  a  higher 
demand  in  the  natural  resource  sectors 
might  encourage  unsustainable  pract- 
ices. There  are  concerns  that  post- 
adjustment  structural  pressures  will 
result  in  the  overexploitation  of  re- 
sources, and  weaken  the  capability  of 
the  public  sector  to  implement  environ- 
mental policies  (Kaimowitz  et.  al.  1999). 
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In  the  case  of  forestry,  sources  of 
further  deforestation  result  from  ex- 
change rate  adjustments,  external  bal- 
ance stabilization,  and  trade  liberal- 
ization that  might  increase  pressures 
(or  provide  incentives)  to  increase 
forest  exports  (Barber  2000;  Kaimowit- 
z  et.al.  1999).  Meanwhile,  migrations  of 
poor  — i.e.,  dislocating  farmers  to  forest 
frontier  areas —  are  also  feared  to  in- 
directly increase  deforestation  (Cruz 
and  Repetto  1992). 

Both  of  the  aforementioned  im- 
pacts are  plausible  in  theory,  and  there- 
fore, the  real  question  is  which  of  the 
two  tends  to  dominate  empirically. 
Several  empirical  studies  have  been 
done  in  the  past  two  decades.  However, 
there  are  difficulties  in  drawing  con- 
clusions through  comparative  methods 
because  of  their  differing  evaluative 
methodologies  (e.g.,  target  comparison, 
before-after  comparison,  general  equi- 
librium models,  control-group  ap- 
proach).^ 

The  long  run  benefits  of  adjust- 
ments are  difficult  to  measure,  while 
the  short-  to  medium-run  costs  tend 
to  be  more  visible.  In  the  short-run, 
the  direct  channel  of  transmission 
from  adjustment  policies  to  environ- 
mental impacts  is  from  changes  in  the 
relative  prices  between  commodities. 


^Kessler  and  Van  Dorp  (1998)  discuss 
the  difficulties  in  environmental  impact 
assessment  of  structural  adjustments  and 
suggest  an  analytical  framework  for  assess- 
ment. 


The  computable  general  equilibrium 
(CGE)  of  Glamsrod  et.  al.  (1999)  sug- 
gests that  grain  prices  and  income 
changes  were  significant  in  deter- 
mining expansion  into  the  forest 
frontiers  in  Nicaragua.  Similarly,  Angel- 
sen  et.  al.  (1999)  find  that  increased 
output  prices  and  agricultural  pro- 
ductivity increases  forest  encroachment 
in  Tanzania.  Exchange  rates  devalu- 
ations, followed  by  a  higher  economic 
stability  was  also  instrumental  in  in- 
creasing deforestation  in  Lowland 
Bolivia  through  increasing  pressure  for 
timber  and  soybean  exports  (Kaimo- 
witz  et.  al.,  1999). 

The  studies,  however,  tend  to  focus 
on  a  single  country.  Moreover,  given 
methodological  difficulties,  they  also 
tend  to  be  ambiguous  in  their  con- 
clusions on  the  adjustment  impacts  on 
forestry  (Kessler  and  van  Dorp  1999). 
In  an  attempt  towards  a  more  thorough 
result,  Pandey  and  Wheeler  (2001) 
conducted  a  similar  study  to  see 
the  link  between  structural  adjust- 
ments and  deforestation.  Utilizing  the 
World  Bank's  extensive  database  on 
112  countries,  they  used  annual  ob- 
servations from  the  periods  of  1961-1998 
to  construct  an  econometric  model 
that  corisidcrs  the  impacts  of  adjustment 
on  economic  activities  in  the  forestry 
sector.  Their  results  are  summarized 
in  the  following. 

Their  model  considers  four  eco- 
nomic activities  — i.e.,  production,  con- 
sumption, exports  and  imports —  of 
five  forest  products,  namely,  round- 
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wood,  sawnwood,  panels,  pulp,  and 
paper.  Activities  in  the  roundwood 
sector  are  used  as  a  measure  of  deforest- 
ation.^ From  their  model,  adjustment 
has  a  mild  impact  on  wood  processing 
and  trade  in  roundwood:  wood-proces- 
sing activity  falls,  roundwood  export 
declines,  and  its  import  increases. 
Nevertheless,  production  and  consumpt- 
ion remains  at  its  pre-adjustment  level 
because  a  decline  in  wood  processing 
is  accompanied  by  an  increase  in  fuel- 
wood  production  and  consumption. 
This  shift  away  from  the  more  capital- 
intensive  wood  processing  to  a  more 
labor-intensive  fuelwood  production 
suggests  a  lack  of  comparative  advant- 
age in  wood  processing.  Overall,  the 
net  impacts  of  adjustment  on  round- 
wood  production  and  consumption 
appear  to  be  neutral. 

Pandey  and  Wheeler  also  included 
several  exogenous  variables,  such  as 
income  per  capita,  population  growth, 
urbanization,  world  export  demand, 
and  so  on.  Their  results  suggest  that 
the  dominant  factor  in  the  deforest- 
ation story  comes  from  population 
growth  and  urbanization.^  Meanwhile, 
at  the  macro-level,  of  the  monetary, 
fiscal,  and  trade  policy  variables  in- 


^FAO's  definition  for  roundwood,  basic- 
ally as  woods  in  its  natural  state,  makes 
it  an  appropriate  measure  of  deforestation. 
For  the  definition,  see  http://www.fao.org 
waicent  /  faostat  /  forestry /products.htm 

^Martens  et.  al.  (2000)  similarly  found 
that  population  growth  is  a  important  de- 
terminant of  deforestation  in  South  Came- 
roon. 


eluded,  only  currency  devaluations 
and  changes  in  the  terms  of  trade  sign- 
ificantly affect  deforestation.^  Their 
result  shows  that  for  a  10%  drop  in 
value  of  one's  currency,  a  2%  increase 
in  roundwood  production  is  to  be  ex- 
pected. The  effect  of  exchange  rate 
devaluation  is  echoed  by  the  aforemen- 
tioned empirical  work  of  Kaimowitz 
et.  al.  (1999)  in  lowland  Bolivia. 

Failures  of  Economic  Incentives 
and  Institutions 

The  preceding  part  discussed  studies 
on  the  aggregate  level.  Microeconomic 
approaches  emphasise  failures  of  in- 
centive regimes,  that  is  price-distorting 
policies  leading  economic  agents  to 
adopt  unsustainable  harvesting  pract- 
ices. First,  economic  incentive  regimes 
fail,  when  markets  treat  the  environ- 
ment as  a  free  resource.  Consequently 
forests  are  open  access  resources,  where 
ownership  rights  are  unclear  or  non- 
existent. There  are  no  incentives  to 
use  forests  in  an  efficient  manner 
and  this  leads  to  over-use  of  forest  re- 
sources. In  addition,  markets  could 
be  absent  for  many  tropical  forest 
goods.  Panayaotu  (1993)  argues,  for 
instance,  that  even  if  markets  exist  for 
forest  products,  they  may  only  reflect 
the  opporturuty  costs  of  labor  and  cap- 


^They  include  monetary  indices  (in- 
flation rate,  real  interest  rale,  M2/GDP), 
fiscal  indices  (budget  surplus/GDP,  ex- 
ternal debt/GDP),  and  trade  measures  (real 
effective  exchange  rate,  terms  of  trade,  and 
degree  of  openness). 
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ital,  but  not  the  true  rents  of  forested 
land.  Consequently,  the  full  benefits 
of  forests  are  under-valued,  as  pre- 
vailing market  prices  do  not  fully  re- 
flect indirect  use,  option  or  existence 
values  of  forests.  Examples  include 
ecological  services,  such  as  carbon  se- 
questration, conservation  of  water  re- 
sources, or  protection  of  watershed  areas. 

Second,  the  literature  also  suggests 
that  sub-optimal  contract  lengths  to- 
gether with  insecure  tenure  arrange 
ments  provide  no  incentives  for  con- 
cessions to  undertake  sustainable  for- 
est management  (van  Knooten  and 
Bulte  2000:452).  If  forest  companies 
are  awarded  relatively  short  harvest 
contracts  — say  less  than  20  years —  then 
their  willingness  to  exercise  exclusion- 
ary rights  over  the  area  (to  prevent 
foUow-on-farmers  to  encroach  the  land) 
will  depend  on  the  probability  of  the 
concession  to  be  renewed.  In  addition, 
concession  holders  often  also  exploit 
forest  resources  as  quickly  as  possible, 
anticipating  an  increase  in  future  fees. 
In  many  cases,  arbitrary  government 
decisions  exacerbate  those  insecure 
tenure  situations. 

Third,  government  intervention  in 
the  market  frequently  contributes  to 
failure  of  economic  incentive  regimes. 
Government  failure  can  be  defined  in 
two  ways.  On  the  one  hand,  weak  and 
ineffective  government  institutions  un- 
able to  monitor  and  enforce  regulations 
drive  deforestation  mechanisms.  On 
the  other  hand,  it  occurs  when  inter- 
ventionist policies  result  in  unintended 


deforestation,  regardless  of  the  motive 
and  nature  of  the  intervention.  Ulti- 
mately, government-led  policies  distort 
prices  and  thus  give  way  to  the  mis- 
allocation  of  resources.  The  most  widely 
studied  interventions  are  subsidies 
to  livestock,  credit  and  land  clearance 
and  the  under-pricing  and/or  under  — 
taxation  of  logging  concessions.  In 
addition,  log-export  bans  are  frequ- 
ently used  to  develop  export-oriented 
processing  industries.  These  policies 
result  in  lower  domestic  timber  prices 
and  provide  incentives  for  wasteful 
logging,  reduced  efficiency  in  proces- 
sing and  thus  contribute  to  deforestation 
(Repetto  and  Gillis  1988). 

ADJUSTMENT  AND  THE  FOR- 
ESTRY SECTOR  IN  INDONESIA: 
SOME  EMPIRICAL  EVIDENCE 

The  previous  literature  survey  has 
shown  that  effects  of  adjustment  policies 
on  the  forestry  sector  are  difficult  to 
assess,  not  only  because  of  methodolo- 
gical problems,  but  also  due  to  differ- 
ent impacts  on  the  macro-  and  micro- 
economic  levels.  For  the  Indonesian 
case,  few  studies  do  exist  on  the  direct 
links  between  adjustment  and  de- 
forestation, but  some  insights  can  be 
gained  from  two  recent  papers.^  On 
the  macroeconomic  level,  CGE  exer- 
cises can  be  used  as  a  proxy  to  assess 
the  impact  of  trade  liberalization  sce- 
narios on  welfare  levels  in  the  Indo- 


Feridhanusetyawan  (2000)  and  Sunderlin 
et.  al.  (2000). 
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nesian  economy.  As  trade  liberalizat- 
ion reforms  are  an  essential  part  of  the 
IMF  package  for  Indonesia,  this  can 
provide  some  useful  insights.  Feridha- 
nusetyawan  (2000)  argues  that  further 
liberalization  leads  to  large  welfare 
gains  for  Indonesia.  Policies  that  lead 
to  a  broader  participation  of  a  country 
in  trade  liberalization,  progressive  tariff 
reductions  and  wider  sectoral  cover- 
age would  increase  those  welfare 
gains.  Trade  liberalization  also  leads 
to  changes  in  resource  allocation,  which 
in  turn  affects  the  patterns  of  product- 
ion. The  largest  output  increases  are 
found  in  the  manufacturing  sector.  For- 
estry-related sectors  are  also  expected 
to  increase  significantly.  In  this  case, 
domestic  production  would  increase  by 
5.7%  or  around  US$144  million  (in 
1995  GDP  price  terms).  Lumber,  pulp 
and  paper  industries  increase  the  pro- 
duction by  7.4%  and  4.6%  respectively. 
Changes  in  production  can  be  mainly 
traced  back  to  changes  in  demand  (Feri- 
dhanusetyawan  2000). 

Trade  liberalization  is  expected  to 
increase  Indonesia's  exports  substant- 
ially in  all  sectors,  especially  in  the 
agricultural,  mining  and  forest-related 
sectors.  However,  in  some  liberaliza- 
tion schemes  like  AFTA,  the  rise  of 
international  trade  results  mainly  from 
trade  diversion  rather  than  trade 
creation.  Exports  of  forestry-related 
products  also  increase  by  26.3%  or 
around  US$160  million  for  pulp  and 
paper  sectors,  while  lumber  industries 
manage  to  raise  exports  by  13%.  Ex- 
ports of  forest-related  products  are 
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also  a  result  of  higher  world  demand. 
Overall  imports  and  imports  of  forest 
products  would  also  increase  substanti- 
ally by  more  than  50%  (Feridhanuse- 
tyawan  2000). 

While  macroeconomic  welfare  ef- 
fects are  positive,  the  impacts  on  the 
micro  level  are  not  that  clear-cut.  Par- 
ticularly the  welfare  effects  of  changes 
in  terms  of  trade  of  export  commodities 
on  rural  households  and  the  impacts 
on  further  deforestation  seem  to  be 
negative.  Sunderlin  et.  al.  (2000)  con- 
ducted a  survey  on  the  impact  of  the 
economic  crisis  on  small  farmers  and 
natural  forest  cover  in  the  outer  is- 
lands. Clearly,  there  were  effects  of 
the  devaluation  of  the  Rupiah.  Key 
findings  include  the  observation  that 
the  majority  of  households  interviewed 
were  worse  off  during  the  crisis,  in 
spite  of  the  fact  that  three-quarters  of 
study  households  had  export  com- 
modity income.  Clearing  of  forestland 
increased  slightly  in  the  first  year  of 
the  crisis  and  greatly  in  the  second 
year  of  the  crisis.  Land  was  cleared  in- 
creasingly for  export  tree  crops  in 
sedentary  systems  and  less  for  food 
crops  in  swidden  cultivation  systems. 
Lastly,  those  who  perceived  them- 
selves as  worse  or  better  off  were  more 
likely  to  have  cleared  land  during  the 
crisis,  and  to  have  cleared  a  larger  area 
of  land  than  those  who  felt  that  their 
well-being  did  no  change  significantly. 
The  authors  of  the  study  argue  that 
farmers  need  assistance  in  diversifying 
their  income  sources  to  help  protect 
them   against   possible   future  eco- 
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nomic  shocks.  Moreover,  greater  aware- 
ness of  how  macroeconorr\ic  instability 
can  lead  to  undesirable  environmental 
consequences  is  needed  (Sunderlin, 
Resosudarmo,  Rianto  and  Angelsen 
2000). 

THE  IMF  PROGRAM  AND  THE 
FORESTRY  SECTOR  IN  INDO- 
NESIA: TACKLING  GOVERNANCE 
AND  ECONOMIC  INCENTIVES 
PROBLEMS 

Recognizing  the  seriously  devast- 
ating state  of  Indonesia's  forests,  the 
IMF  (in  consultation  with  the  World 
Bank)  has  specifically  called  for  reforms 
in  the  forestry  sectprr^which  were  in- 
cluded as  conditionalities  in  the  LOI  in 
January  1998  (see  Box  1). 

Boxl 


Although  traditionally  concerned 
with  macroeconomic  adjustment,  IMF 
policies  do  have  repercussions  on  eco- 
nomic incentives  structures.  Gener- 
ally speaking,  distorted  price  regimes 
create  the  conditions  for  unsustainable 
harvesting.  Four  main  reasons  that 
contributed  heavily  to  deforestation  in 
Indonesia  are: 

•  Policies  that  resulted  in  the  building- 
up  of  over-capacity  in  the  wood  pro- 
cessing industry; 

•  Policies  that  encouraged  the  large- 
scale  conversion  of  forestland  for 
agricultural  activities; 

•  The  failure  of  the  state  to  collect 
sufficient  rents  from  the  forestry 
sector  and  then  to  channel  the  re- 


FORESTRY-RELATED  REFORMS  IN 
THE  IMF  PROGRAM 

•  Point  10:  Increase  the  currently  implemented  land  and  building  tax  up  to  40%, 
including  an  increase  in  taxation  of  plantations  and  forestry  property. 

•  Point  12:  Incorporate  the  reforestation  Fund  into  the  national  government  budget. 

•  Point  37:  Reduce  the  export  taxes  on  logs,  swan  timber,  and  rattan  up  to  10  per- 
cent ad  valorem.  Replace  these  taxes  with  appropriate  resource  rent  taxes. 

•  Point  40:  dissolving  all  existing  formal  and  informal  restrictive  marketing  arrange- 
ments, including  those  for  paper  and  plywood. 

•  Point  50:  reform  logging  concession  regulations,  including: 

-  allow  for  periodic  review  of  stumpage  charges 

-  increase  the  rate  of  stumpage  fees 

-  lengthen  forest  concession  terms  beyond  the  current  20-year  limit 

-  authorize  trading  of  concession  rights 

-  conduct  competitive  auctioning  of  concession  rights 

-  implement  performance  bonds 

-  reduce  land-conversion  targets  to  environmentally  sustainable  levels  (including 
a  moratorium  on  natural  forest  conversion). 
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Table  1 


Industiy 


PRODUCTION  CAPACITY  AND  ROUNDWOOD  CONSUMPTION 
OF  INDONESIA'S  MAJOR  WOOD-BASED  INDUSTRIES,  1997 


Units  Production 

Capacity  (m3) 


Sawnwood  and 

Moulding  2,345 

Plywood  115 

Pulp  15 

Total  2,475 


18,975,00 
12,600,00 
3,900,000 


Estimated  Real 
Production  (m3) 


13,300,000 
10,080,000 
3,400,000 


Estimated  Roundwood 
Consumption  (m3) 


24,180,000 
20,160,000 
16,660,000 

61,000,000 


Sources:  Indonesian  Sawmillers  Association  (ISA),  APKINDO,  APKI,  cited  in  Barr  (2001) 


venues  to  sustainable  forestry  man- 
agement activities;  and, 

•  The  absence  of  policies  that  clearly 
define  and  rigorously  monitor  pro- 
perty rights  in  many  parts  of  the 
country. 

Over-Capacity  in  V/ood  Processing 
Industries 

The  IMF  program  has  rightly  re- 
cognized the  need  to  bring  logging 
activities  down  to  sustainable  levels. 
True  to  its  market-friendly  agenda,  the 
measures  focus  on  increasing  the  effi- 
ciency of  the  wood  processing  industry 
by  means  of  modifying  the  forest  con- 
cession (HPH/Ha/c  Pengusahaan  Hu- 
tan)  system.''  Two  measures  stand  out. 
First,  HPHs  have  to  be  separated  from 
processing  facilities.  This  should  reduce 
the  monopoly  position  over  log  sup- 
plies, which  was  held  by  large-scale 


^The  following  section  closely  follows 
Barr  (2001). 


processing  operators.  Second,  remov- 
ing export  restrictions  on  logs  and 
sawnwood  should  in  theory  reduce 
wasteful  logging,  as  domestic  log  prices 
are  expected  to  rise  to  higher  interna- 
tional levels.  Both  measures  are  'supply 
side'  measures,  aiming  to  induce  ef- 
ficient and  sustainable  logging  in  the 
industry.  At  the  same  time  selective 
cutting  guidelines  have  to  be  enforced, 
the  government  should  increase  ef- 
forts to  capture  timber  rents,  and  a 
moratorium  on  natural  forest  conver- 
sion has  to  be  implemented. 

Continued  deforestation  and  illegal 
logging  during  the  past  five  years 
have  shown  that  those  measures  were 
not  effective.  Critics  point  to  several 
shortcomings.  First,  insufficient  attent- 
ion has  been  paid  to  the  demand  side 
of  the  equation.  For  a  long  time  dom- 
estic logging  was  effectively  subsidized. 
The  resulting  over-capacity  of  plywood 
mills  increased  the  industries'  demand 
for  timber  and  also  induced  illegal 
logging  (Brown  1999).  In  addition,  am- 
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bitious  plans  to  make  Indonesia  a 
major  pulp  and  paper  producer  also 
increased  the  pressures  on  forests 
(Barber  1997).  As  a  result,  timber  harv- 
ests vastly  exceed  sustainable  levels. 

Data  suggest  that  forests  can  only 
supply  around  30%-50%  of  the  timber 
being  actually  processed.  Aggregate 
roundwood  consumption  of  the  three 
major  wood  industries  stood  at  around 
61  million  m3.  However,  Indonesia's 
official  log  supply  for  1997  was  estim- 
ated at  26  million  m3  (Departemen 
Kehutanan  1997).  This  means  that  there 
is  a  timber  deficit  of  around  35  million 
m3.  This  'structural  timber  deficit'  is 
the  major  cause  for  increased  illegal 
logging.  Therefore,^reforming  the  wood 
industries  by  mainly  controlling  log 
supplies  is  not  sufficient.  Barr  (2001) 
argues  that  without  reducing  the  de- 
mand side  of  the  equation,  unsustain- 
able wood  harvesting  and  demand  for 
illegal  logs  will  continue.  This  effect- 
ively means  that  polices  cannot  avoid 
shutting  down  many  operations  in 
the  wood-processing  industry. 

Government-Subsidized  Forest  Land 
Conversion 

Government  subsidies  and  ,jveak 
financial  regulations  have  played  a 
critical  role  in  distorting  incentives  for 
sustainable  forest  management.  For 
instance,  pulp  and  paper  producers 
managed  to  secure  large  capital  sub- 
sidies from  the  government.  These 
subsidies  helped  to  reduce  high  fin- 
ancial risks  in  the  capital-intensive 


industry.  Several  forms  of  subsidies 
were  in  place.  Plantation  subsidies 
were  allocated  from  the  Reforestation 
Fund  to  firms  setting  up  pulpwood 
plantations.  Soft  loans  from  state  banks 
were  directed  towards  firms  with  links 
to  government  elites.  Those  loans  were 
frequently  granted  without  prudent 
financial  risk  assessments.  Off-budget 
capital  allocations  were  granted  to 
companies  affiliated  with  senior  gov- 
ernment officials.  Favorable  tax  laws 
allowed  pulp  and  paper  firms  to  reduce 
tax  liabilities.  Finally,  pulp  and  paper 
producers  also  enjoyed  access  to  cheap 
raw  material.  For  instance,  the  govern- 
ment provided  large  volumes  of  mixed 
tropical  hardwood  at  low  costs  to  pro- 
ducers, as  the  royalty  payments  were 
relatively  small  (Barr  2001). 

As  a  result,  since  the  late  1980s, 
pulp  and  paper  industries  have  ex- 
panded rapidly  and  added  pressure 
on  forest  resources.  By  1999,  pulp  and 
paper  products  accounted  for  over 
50%  of  Indonesia's  forest-related  ex- 
ports. However,  the  industry  has  failed 
to  secure  a  sustainable  supply  of  raw 
material  through  the  development  of 
pulpwood  plantations.  In  1999,  wood 
consumption  stood  at  100  million  m3, 
yet  only  8%  of  the  consumed  wood 
came  from  plantations  (Barr  2001). 
Again,  excess  demand  for  wood  creates 
the  incentives  for  unsustainable  log- 
ging, as  the  industry  secures  its  supply 
of  fibre  from  illegal  sources.  Accord- 
ing to  Barr  (2001),  800,000  ha  of  forests 
have  lost  due  to  expanding  pulp  and 
paper  industries  during  1988-1999  . 


250 


THE  INDONESIAN  QUARTERLY,  Vol.  XXXI/2003,  No.  2 


Other  government-induced  large- 
scale  land  conversions  for  commercial 
purposes,  such  as  the  development  of 
oil  palm  plantations,  were  also  respons- 
ible for  accelerating  deforestation  in 
the  1990s.  Land  conversion  was  a 
significant  factor  in  causing  the  forest 
fires  in  1997-1998,  resulting  in  the  de- 
struction of  5  million  ha  of  forest  and 
an  estimated  economic  loss  of  about 
US$8  billion  to  Indonesia  (World- 
bank  2001:  6-28).  Furthermore,  the  gov- 
ernment policies  to  open  up  forest  land 
for  transmigration  and  mining  settle- 
ments have  exacerbated  forest  degrad- 
ation. 

Debt  Restructuring  of  Wood-Based 
Industries 

The  IMF-supported  bank  re-capital- 
ization process  has  also  significant  im- 
pacts on  the  forestry  sector.  Currently, 
IBRA  oversees  loans  and  pledged  equity 
of  126  forest-related  companies  worth 
US$3  billion.  Those  companies  hold  the 
HPH  covering  5.5  million  ha  of  forest 
land.  This  is  equivalent  to  16%  of  the 
total  amount  of  allocated  concessions 
in  Indonesia.  Furthermore,  forest-re- 
lated assets  controlled  by  IBRA  also  con- 
stitute a  milling  capacity  of  about  8 
million  m3  per  year  or  28%  of  national 
wood  processing  capacity.  Those  com- 
panies account  for  an  estimated  log 
demand  of  16  million  ha  per  year 
or  73%  of  official  log  production  in 
1998  (Setiono  2000;  Setiono  and  Ma- 
nurung  2001). 

With  these  assets  as  its  disposal, 
IBRA  has  an  important  role  in  linking 


debt  restructuring  to  environmental 
objectives.  In  theory,  IBRA  would  be 
in  the  position  to  do  three  things: 

•  It  could  close  down  inefficient 
highly  indebted  wood  processing 
industries  or  companies,  and  streng- 
then efficiently  working  ones. 

•  One  main  cause  of  deforestation  in 
Indonesia  is  the  existing  over-cap- 
acity in  the  wood-processing  sector, 
meaning  that  sawmill  capacity  ex- 
ceeds actual  sustainable  timber 
harvest.  IBRA  could  link  debt  write- 
offs to  capacity  reduction  in  the 
wood  processing  industry.  This  would 
reduce  the  pressures  on  forests.® 

•  IBRA  could  impose  adequate  due 
diligence  procedures  on  banks.  This 
is  necessary  to  make  sure  that  banks 
do  not  engage  in  risky  or  illegal 
investment  activities  in  the  forestry 
sector.  Investment  in  wood-based 
industries  are  currently  considered 
as  highly  risky.  Pulp  mills,  for  in- 
stance, are  short  of  sustainable  fiber 
supply.  Plantations  also  face  un- 
certain land  tenure  coupled  with 
uncertainty  about  the  decentralisa- 
tion process.  Many  projects  in  the 
forestry  business  have  negative  im- 
pacts on  local  communities  and  thus 
increase  the  incidence  of  social  con- 
flicts (Barr  2000;  Setiono  2000). 

Unfortunately,  the  IMF  program 
has  not  anticipated  the  links  between 


"These  two  points  are  actually  two 
commitments  made  by  the  Indonesian  gov- 
ernment to  the  CGI. 
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debt  restructuring  and  environment- 
ally sound  business  practices.  The  fear 
is  that  the  expected  debt-write  off  of 
wood-based  assets  under  IBRA  will 
actually  promote  further  deforestation. 
The  argument  is  that  the  continued 
wood  supply  subsidy  to  the  pulp  in- 
dustry, weak  loan  supervision  and 
the  estimated  debt  write-off  of  about 
US$3.6  billion  creates  perverse  incent- 
ives. The  debt  write-off  would  then 
amount  to  a  capital  subsidy  to  renewed 
efforts  to  expand  the  wood  processing 
capacity  in  the  sector  and  thus  increase 
the  demand  for  timber  (Barr  2000:  6). 
So  far,  no  wood-based  conglomerate 
under  IBRA  has  been  forced  to  close 
down.  Asset  sales  have  also  been  neg- 
ligible. Due  diligence  procedures  to  im- 
prove the  management  have  not  been 
linked  to  forest  conservation  object- 
ives (Setiono  and  Manurung  2001:  8).' 

Insufficient  Forest  Revenues  for 
The  Government 

The  IMF  program  rightly  recogn- 
ized the  importance  of  securing  the 
revenues  from  forest-related  activities. 


Forestry  debtors  are  actually  required 
by  IBRA  to  sign  a  technical  covenant  be- 
fore signing  a  memorandum  of  understand- 
ing and  loan  agreement  with  IBRA.  In  this 
covenant  wood  processing  companies  are 
required  to  have  sufficient  raw  materials  to 
service  their  debt  and  not  to  use  illegal  logs 
for  wood  production.  However,  the  monitor- 
ing of  the  implementation  of  these  require- 
ments is  left  to  the  Ministry  of  Forestry.  In 
reality,  both  agencies  lack  the  enforcement 
capability  on  the  ground  and  there  is  also 
poor  communication  between  the  agencies 
(Setiono  2000). 


The  LOI  focuses  on  two  measures: 
raising  timber  royalties  and  adopting 
a  system  of  performance  bonds  to 
make  sure  that  logging  companies  man- 
age their  concessions  in  a  sustainable 
way.  During  the  New  Order  period, 
rent  collection  by  the  state  was  low 
(Barbier  et.al.  1994;  Scotland  et.  al.  1999; 
Brown  1999).  The  Indonesian  govern- 
ment under-priced  timber  both  in  terms 
of  stumpage  value  of  the  wood  and  in 
relation  to  fees  that  logging  companies 
had  to  pay  in  neighboring  timber-pro- 
ducing countries.  The  bulk  of  timber 
rents  generated  by  concessions  went  to 
the  concessionaire  and  not  to  the  state 
(Barr  2001). 

However,  although  the  Fimd  is  right 
in  recognizing  that  rent  capture  in  the 
forestry  sector  is  too  low,  there  is 
much  debate  about  whether  the  va- 
rious measures  proposed  will  ame- 
liorate the  situation.  Critics  argue  that 
high  rents  accrued  from  the  forestry 
sector  are  not  sustainable  anymore 
and  that  they  have  started  to  decline. 
An  influential  study  carried  out  by  Scot- 
land et.  al.  (1999)  estimated  (based  on 
assumptions  allowing  to  model  a  re- 
presentative average  concession  in  In- 
donesia) that  pre-crisis  total  economic 
rents  amounted  to  US$42.00  per  m3 
and  excess  profits  of  US$3.16  per  m3 
for  the  concessionaire  (based  on  a 
discount  rate  of  15%).^°  Estimations 


Brown  (1999)  defines  normal  profit 
as  the  opportunity  cost  of  a  business,  the 
minimum  amount  necessary  to  attract  a 
business  to  an  activity,  and  to  induce  a  busi- 
ness to  remain  in  it.  Any  profit  above  that 
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further  suggested  that  rents  fell  sub- 
stantially after  the  onset  of  the  mon- 
etary crisis:  total  rents  fell  to  US$13.50/ 
m3,  leaving  US$0.60/m3  in  excess 
profits  for  concessionaires.^^  On  ag- 
gregate, pre-crisis  total  rents  amounted 
to  around  US$1.1  billion  per  year  (with 
US$84  million  going  to  the  concession 
holders),  while  in  the  first  year  after 
the  crisis  total  rents  were  estimated  to 
have  declined  to  US$447  billion  (with 
US$16  million  going  to  the  private 
sector).  Barr  (2001)  argues  that  excess 
profits  captured  by  HPH  holders 
— amounting  to  a  mere  3.5%  of  total 
rent  generated  after  the  crisis —  have 
declined  substantially.  Thus,  raising 
timber  royalties  significantly  and  at 
the  same  time  imposing  costly  perform- 
ance bonds  will  reduce  profitability  of 
concessionaires.  This,  in  turn,  means 
that  there  is  an  incentive  for  timber 
processing  companies  to  get  their  logs 
from  illegal  sources. 

On  the  other  side,  the  failure  to 
collect  sufficient  revenues  stems  from 
various  disincentive  effects.  One  ob- 
vious example  is  the  moral  hazard  en- 
couraged by  the  nature  of  the  reforest- 
ation fund.  Paid  up  in  advance  with 
the  harvest,  the  fee  was  refunded  to 
those  concessionaires  who  actually 
replanted  the  concession  site.  Many 


amount  — defined  in  his  study  as  25%  return 
on  the  total  investment  of  a  concession- 
aire—  is  excess  profit  or  economic  rent. 

"Scotland  et.  al,  1999.  In  their  model, 
concessionaires  are  assumed  to  have  under-  - 
taken  several  cost-cutting  measures  to  com- 
pensate for  the  reduced  value  of  the  Rupiah. 


concessionaires  regarded  the  reforest- 
ation fees  simply  as  foregone  costs  and 
included  them  into  their  total  costs. 
They  did  not  try  to  recover  the  fees  and 
thus  did  not  replant  the  area.  In  the  end, 
it  is  frequently  left  to  the  govenunent 
to  replant  the  cleared  area.  This  effect 
was  accentuated  after  the  scheme  was 
converted  into  a  non-refundable  fee. 
Moreover,  due  to  the  lack  of  monitor- 
ing by  the  government,  many  com- 
panies involved  in  timber  estate  de- 
velopment also  diverted  reforestation 
funds  to  purposes  other  than  replant- 
ing trees  (Atje  and  Christany  2000). 
The  IMF-supported  incorporation  of 
the  reforestation  fund  into  the  central 
government's  budget  should  help  to 
improve  rent  capture  by  the  govern- 
ment. Effectively,  this  means  that  the 
Ministry  of  Forestry,  considered  to  be 
one  main  source  of  corruption,  has  lost 
control  over  the  main  financial  policy 
instrument  in  the  forestry  sector. 

Property  Rights 

The  reform  of  the  concession  alloc- 
ation regulations  is  also  a  priority  issue 
in  the  Fund's  forestry  reform  agenda. 
Consequently,  much  of  the  Fund's 
reform  agenda  focus  on  introducing 
more  competition  in  the  allocation  of 
concessions  and  improve  the  incentives 
for  concession  owners  to  actually  im- 
plement sustainable  forest  management 
(by,  for  instance,  lengthening  the  con- 
cession terms  and  introducing  per- 
formance bonds).  However,  unsustain- 
able forest  practices  have  in  many  cases 
less  to  do  with  designing  proper  in- 
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centives  for  large-scale  concession 
holders,  but  also  with  unequal  dis- 
tribution of  land  rights  and  permits. 
During  the  New  Order  era,  the  cen- 
tralized system  of  allocating  permits 
and  concessions  ignored  the  adat 
rights  of  forest-dwelling  communities. 
Unclear  property  rights  resulted  in 
land  conflicts  between  local  com- 
munities, incoming  migrants  from 
other  islands  and  concessionaires. 
Moreover,  multiple  claims  on  land 
compensation  are  increasingly  testing 
the  management  capabilities  of  auth- 
orities. Local  commimities  have  claimed 
several  concession  areas  as  their  adat/ 
customary  land.  As  there  is  no  clear 
mechanism  for  conflict  resolution,  the 
compensation  is  usually  paid  based  on 
consensus  between  the  two  parties. 
Yet,  it  often  results  in  multiple  claims 
as  there  is  more  than  one  group 
claiming  compensation  for  the  same 
area.  There  is  a  need  to  regulate  land 
claims  and  set  up  a  standard  for  com- 
pensation (Atje  and  Christanty  2000). 

The  state  has  the  control  rights  over 
most  of  the  forests  areas  in  Indonesia. 
As  a  result,  other  stakeholders  have 
only  limited  control  rights  over  forest 
areas  upon  which  their  livelihoods 
depend. It  is  reasonable  to.  argue 
that  Indonesia's  existing  forest  man- 
agement system  does  not,  in  any  way, 
provide  efficient  structures  of  control 
rights  to  any  of  the  sector's  many  stake- 
holders. The  lack  of  well-defined  pro- 


The  following  follows  closely  Atje 
and  Roesad  (2002). 


perty  rights  has,  in  effect,  prevented 
various  stakeholders  from  trading  their 
control  rights  so  as  to  improve  the  ef- 
ficiency of  the  management.  In  add- 
ition — and  many  instances,  because  of 
it —  contractual  agreements  are  not 
always  enforceable.  For  instance,  while 
concessionaires  may  have  the  rights  to 
extract  timber  from  their  concession 
areas,  they  do  not  necessarily  have 
any  control  rights  over  the  surround- 
ing areas.  Nor  do  they  have  control 
rights  over  settlements  areas  within  the 
concession  areas.  From  a  concession- 
aire's perspective  the  control  structure 
is  inefficient.  Similarly,  it  may  be  ar- 
gued that  forest  dwellers  and  other 
communities  living  adjacent  to  forest 
areas  do  not  have  secure  control  rights 
over  forests  upon  which  their  live- 
lihoods depend.  In  many  instances,  they 
were  not  even  consulted  prior  to  se- 
lection the  sites  upon  which  their 
livelihoods  depend  as  concession  areas. 
In  short,  reforming  the  forestry  sector 
has  to  go  beyond  transferable  con- 
cession rights  between  large-scale  con- 
cession holders,  but  has  to  tackle  land 
rights  issues  as  well.  Future  policies 
will  have  to  address  the  question  of 
whether  the  state  has  the  sole  right  to 
own  natural  resources,  as  the  1945 
Constitution  states. 

FORESTRY  REFORMS  AS  GOV- 
ERNANCE AND  INSTITUTIONAL 

ISSUES 

The  thrust  of  the  IMF  program 
is  to  reduce  aggregate  roundwood 
production  to  sustainable  levels.  This 
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should  be  achieved  by,  first,  stricter 
regulatior\  of  concession  management 
practices  and,   second,  introducing 
market-based  reforms  to  the  forest 
industry  in  order  for  log  prices  to  rise 
to  reflect  the  true  scarcity  of  forest  re- 
sources. Barr  (2001)  called  this  approach 
the  "sustainable  logging  approach", 
which,  in  essence,  attempts  to  reform 
the  existing  HPH  system,  without 
taking  account  of  wider  socio-political 
and  equity  considerations.  However, 
as  with  other  policy  areas,  even  this 
narrow  approach  requires  sophisticated 
institutional  and  governance  capabil- 
ities on  the  side  of  the  Indonesian  gov- 
ernment. These  are  currently  only  of 
rudimentary  nature  given  the  severity' 
with  which  the  country  was  hit  by  the 
economic  crisis  in  1997-1998.  In  parti- 
cular, it  is  questionable  whether  the 
government  has  the  capability  to  en- 
force sustainable  forest  management 
practices  of  HPHs  on  the  ground.  This 
would  require  an  under-staffed  and 
financially  constrained  government, 
first,  to  enforce  the  exclusionary  bovmd- 
aries  around  concessionaires'  areas 
and,  second,  to  monitor  the  harvesting 
practices  of  approximately  400  con- 
cession holders  over  an  area  of  49  mil- 
lion ha.  As  Barr  (2001)  further  argues, 
•■  the  ongoing  decentralization  process 
has  exacerbated   those  institutional 
weaknesses.  While  significant  powers 
still  remain  with  the  central  govern- 
ment — for  instance,  the  Ministry  of 
Forestry  still  retains  its  right  to  deter- 
mine and  change  forest  areas  and 
functions —  implementation  has  been 
delegated  to  provincial  and  district 


levels.  Competing  interests  between 
these  different  levels  of  government 
have  resulted  in  uncoordinated  and 
incoherent  policies,  bringing  about  an 
increase  in  logging  activities.^^ 

Realizing  those  institutional  weak- 
nesses, the  IMF  conditionalities  sti- 
pulated specific  outputs  from  the  In 
terdepartmental  Committee  on  Forests 
(IDCF)  and  to  come  up  with  solutions 
to  prioritized  forestry  issues.  However, 
in  the  past  five  years,  due  to  the  lack 
of  political  and  economic  incentives, 
the  IDCF  mechanism  did  not  have 
enough  'teeth'  to  induce  the  govern- 
ment to  undertake  concrete  actions  in 
the  forestry  sector.^*  As  a  result,  a 
coherent  National  Forestry  Program, 
required  by  the  CGI  as  one  vital  reform 
step,  has  not  been  formulated  yet. 

The  failure  of  the  IDCF  highlights 
the  fact  that  the  IMF  has  probably  not 
the  political  'clout'  to  push  for  an  ef- 
ficient institutional  mechanism  to  co- 
ordinate policy  reforms  in  the  forestry 
sector.  The  basic  problem  is  that  the 
IMF's  expertise  is  on  correcting  balance- 
of-payment  imbalances  and  macroeco- 


The  most  prominent  example  is  the 
issuance  of  clear  felling  permits  (IPKs)  by 
various  district  governments  in  resource- 
rich  provinces  like  Kalimantan.  These  IPKs 
were  frequently  issued  for  areas  inside  exist- 
ing HPH  areas,  which  were  previously  al- 
located by  the  Ministry  of  Forestry.  See  ICG 
(2001). 

^''Tensions  within  the  IDCF  between 
NGOs  and  the  Forestry  Department,  par- 
ticularly on  the  critical  issues  of  land  rights, 
have  also  stalled  any  progress  in  formulat- 
ing a  coherent  National  Forestry  Statement. 
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nomic  stabilization  measures,  but  not 
in  managing  reforms  on  the  micro-level. 
In  addition,  some  objectives  of  finan- 
cial re-structuring  and  resuming  eco- 
nomic growth  are  not  necessarily  com- 
patible with  purely  environmental  ob- 
jectives. 

CONCLUSION 

Judging  from  the  widespread  incid- 
ence of  illegal  logging  and  recent  esti- 
mates of  accelerated  deforestation  rates, 
one  has  to  conclude  that  the  forestry 
sector  reforms  failed.  During  the  past 
five  years,  the  root  causes  of  imsustain- 
able  forest  management  practices  have 
not  been  tackled.  Reforms  addressed 
the  necessity  to  improve  economic  in- 
centives underpinning  the  forestry 
sector  and  emphasized  a  re-structuring 
of  the  concession  allocation  mechanism 
in  r>rder  to  increase  revenues  of  forest- 
based  activities  and  to  make  logging 
more  sustainable.  However,  reforms 
did  not  aggressively  pursue  the  option 
to  downsize  the  wood-processing  in- 
dustry or  to  link  debt-restructuring 
measures  of  forest-based  companies 
to  sustainable  forest  management  con- 
ditions. These  steps  would  probably 
hurt  traditional  adjustment  targets  of 
boosting  the  industry's  capacity.,  to  earn 
more  export  revenues,  at  least  in  the 
short-run.  Most  importantly,  the  cur- 
rent absence  of  effective  institutional 
mechanisms  to  coordinate  reforms  in 
the  forestry  sector  seems  to  be  the 
most  decisive  obstacle.  Without  any 
such  framework  — and  the  political  will 
underpinning  it —  any  reforms  will  only 


treat  the  symptoms,  but  not  removing 
the  underlying  causes  of  the  forestry 
crises.  Therefore,  it  is  necessary  to  ad- 
dress tenure,  land  and  property  rights 
issues. 
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